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ECONOMIC  AND  BUDGET  OUTLOOK:  FISCAL 
YEARS  1995  THROUGH  1999 


WEDNESDAY,  FEBRUARY  2,  1994 

House  of  Representatives, 
Committee  on  the  Budget, 

Washington,  DC. 

The  committee  met,  pursuant  to  call,  at  10:11  a.m.,  Room  210, 
Cannon  House  Office  Building,  Hon.  Martin  Olav  Sabo,  Chairman, 
presiding. 

Members  present:  Representatives  Sabo,  Stenholm,  Frank, 
Coyne,  Gordon,  Price,  Johnston,  Orton,  Blackwell,  Pomeroy, 
Browder,  Woolsey  Kasich,  Kolbe,  Shays,  Snowe,  Herger,  Bunning, 
Smith  of  Texas,  Cox,  Allard,  Hobson,  Miller,  Lazio,  Franks,  Smith 
of  Michigan,  Inglis,  and  Hoke. 

Chairman  Sabo.  Good  morning.  The  committee  will  come  to 
order. 

The  House  Budget  Committee  is  in  session  for  a  hearing  on  the 
economic  and  budget  outlook  for  fiscal  years  1995  through  1999. 
Our  witness  today  is  Dr.  Robert  Reischauer,  Director  of  the  Con- 
gressional Budget  Office,  which  released  its  annual  economic  and 
budget  outlook  last  Thursday. 

You  are  always  welcome  here.  Bob,  but  especially  when  you 
bring  good  news.  And  you  are  doing  that  today.  In  your  own  words, 
there  has  been  a  dramatic  improvement  in  the  deficit  projections 
over  the  projections  of  just  a  year  ago.  And  you  give  the  major 
share  of  the  credit  to  the  Budget  Reconciliation  Act  that  Congress 
so  narrowly  passed  last  August. 

The  graph  on  the  right  tells  that  good-news  story.  The  Reconcili- 
ation Act,  which  embodied  the  Clinton  economic  plan,  clearly  is 
working.  Building  on  the  Reconciliation  Act  of  1990,  we  are  re- 
straining spending  and  we  are  strengthening  our  economic  recov- 
ery. And  I  might  add,  that  really  that  is  what  it  was  all  about.  And 
the  projections,  that  show  close  to  2  million  new  jobs  created  in  the 
last  year  is  indeed  good  news,  and  those  projections  continue  in  the 
future. 

For  the  first  time  since  the  Truman  Administration,  we  can  look 
forward  to  four  consecutive  years  of  declining  deficits.  In  the  chart 
on  the  right,  as  I  indicate,  the  difference  between  the  red  line  and 
the  blue  line,  projects  that  difference. 

When  we  passed  the  Budget  Act  in  August,  we  made  certain  pro- 
jections of  deficits  for  1994  through  1998.  I  note  that  your  current 
estimate  of  those  numbers  is  $178  billion  less  than  what  we  were 
indicating  as  we  passed  that  act.  It  is  nice  to  be  on  the  side  of  hav- 
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ing  been  cautious  in  our  estimates  and  having  current  estimates 
indicate  that  we  did  better  than  we  thought. 

I  am  also  struck,  as  a  member  of  Appropriations  Committee  and 
as  Chair  of  this  committee,  by  what  is  happening  with  discre- 
tionary spending.  The  other  chart  on  my  right  shows  again  what 
is  happening  with  discretionary  spending — those  dollars  we  appro- 
priate each  year.  And  relative  to  the  economy,  discretionary  spend- 
ing this  year  is  at  the  lowest  level  in  45  years.  Also,  back  to  Tru- 
man's time. 

Discretionary  spending  is  projected  to  keep  falling  throughout 
the  5-year  period.  Total  government  spending,  including  costs  of 
Medicare  and  Medicaid,  and  other  entitlement  programs,  is  also 
improving. 

As  a  share  of  the  economy,  total  spending  is  projected  to  be  lower 
over  this  period  than  the  average  of  the  previous  12  years.  And  we 
can  do  even  better  as  we  work  this  year  to  bring  Federal  health 
care  costs  under  control. 

Your  report  makes  it  very  clear  that  Federal  health  care  spend- 
ing remains  a  real  villain  in  the  deficit  picture  for  the  future. 
Health  care  spending  for  1994  is  projected  3.7  percent  of  gross  do- 
mestic product,  growing  to  6.3  percent  in  the  year  2004. 

Clearly,  we  have  to  bring  that  down.  It  is  my  belief  that  the  Clin- 
ton economic  plan  has  also  played  a  major  role  in  revitalizing  the 
economy;  gave  us  low  interest  rates,  gave  confidence  to  the  finan- 
cial markets,  and  helped  build  consumer  confidence  as  well.  At 
last,  we  seem  to  have  a  solid  recovery  underway. 

I  just  finished  reading  an  article  comparing  us  with  Germany 
and  Japan,  and  for  a  change,  the  projections  are  that  our  economy 
is  on  more  solid  basis  than  the  economies  in  those  two  countries, 
although  their  troubles  are  not  good  news  for  us.  We  would,  frank- 
ly, be  doing  better  if  they  were  also  healthy. 

To  those  who  say  that  the  President  is  just  lucky  on  the  econ- 
omy, I  would  pose  this  question:  What  would  have  happened  to  the 
interest  rates,  the  confidence,  and  to  the  economy,  if  the  Congress 
had  not  passed  the  Clinton  plan? 

Congress  has  proven  in  the  normal  legislative  process  that  it  has 
the  backbone  to  make  the  tough  choices  and  to  stick  to  them.  We 
have  the  machinery  in  place  now  to  even  do  more  at  the  proper 
time,  especially  if  we  succeed  in  health  care  reform.  So  I  look  for- 
ward to  your  views  today  and  your  testimony  on  the  economic  and 
budget  outlook. 

[The  prepared  statement  of  Hon.  Martin  Olav  Sabo  follows:] 

Prki'arkd  Statkment  of  Hon.  Martin  Oiav  Saho,  a  Reprkskntativk  in 
conokess  from  the  state  oi''  minnesota 

Good  morning.  The  House  Budget  Committee  is  in  session  for  a  hearing  on  the 
economic  and  budget  outlook  for  fiscal  years  1995  through  1999. 

Our  witness  today  is  Dr.  Robert  Reischauer,  the  Director  of  the  Congressional 
Budget  Office,  which  released  its  annual  economic  and  budget  outlook  last  Thurs- 
day. 

You  are  always  welcome  here,  Bob,  but  especially  when  you  bring  good  news — 
and  you  are  doing  that. 

In  your  own  words,  there  has  been  a  "dramatic  improvement"  in  the  deficit  projec- 
tions over  the  projections  of  just  a  year  ago.  And  you  give  the  major  share  of  the 
credit  to  the  Budget  Reconciliation  Act  that  Congress  so  narrowly  passed  last  Au- 
gust. 


The  graph  on  the  left  tells  that  good-news  story.  The  Reconciliation  Act,  which 
embodied  the  Clinton  the  economic  plan,  is  working.  Building  on  the  Reconciliation 
Act  of  1990,  we  are  restraining  spending.  And  we  are  strengthening  our  economic 
recovery. 

For  the  first  time  since  the  Truman  Administration,  we  can  look  forward  to  four 
consecutive  years  of  declining  deficits. 

And,  as  a  member  of  the  Appropriations  Committee,  I  am  particularly  struck  by 
the  figures  we  display  in  the  chart  on  the  right.  Discretionary  spending,  as  we 
know,  is  the  part  of  government  spending  that  is  appropriated  each  year.  And  what 
is  happening  to  it?  Relative  to  the  economy,  discretionary  spending  this  fiscal  year, 
1994,  is  at  the  lowest  level  in  45  years,  also  back  to  Harry  Truman's  time.  And  dis- 
cretionary spending  is  projected  to  keep  falling  throughout  this  five-year  period. 

Total  government  spending — including  the  costs  of  Medicare,  Medicaid  and  other 
entitlement  programs — is  also  improving.  As  a  share  of  the  economy,  total  spending 
is  projected  to  be  lower  over  this  period  than  the  average  of  the  previous  12  years. 
And  we  can  do  even  better  as  we  work  this  year  to  bring  federal  health  care  costs 
under  control. 

The  CBO  report  makes  very  clear  that  federal  health  care  spending  is  the  remain- 
ing villain  in  the  deficit  picture.  Health  care  spending  is  projected  to  increase  from 
3.7  percent  of  Gross  Domestic  Product  in  1994  to  6.3  percent  of  GDP  in  the  year 
2004.  It  must  be  brought  down. 

I  think  that  the  Clinton  economic  plan  has  also  played  a  major  role  in  revitalizing 
the  economy.  It  gave  us  low  interest  rates  and  gave  confidence  to  the  financial  mar- 
kets and  helped  build  consumer  confidence  as  well.  At  last  we  seem  to  have  a  solid 
recovery  underway.  To  those  who  say  that  President  Clinton  is  just  lucky  on  the 
economy  I  would  pose  this  question:  What  would  have  happened  to  interest  rates, 
to  confidence  and  to  the  economy  if  Congress  had  not  passed  the  Clinton  plan? 

Congress  has  proved  in  the  normal  legislative  process  that  it  has  the  backbone 
to  make  the  tough  choices  and  stick  to  them.  We  have  the  machinery  in  place  now 
to  do  even  more  at  the  proper  time,  especially  if  we  succeed  in  health  care  reform. 

1  look  forward.  Dr.  Reischauer,  to  your  views  on  the  economic  and  budget  outlook. 

Chairman  Sard.  Mr.  Kasich. 

Mr.  Kasich.  Thank  you,  Mr.  Chairman,  and  I  will  just  have  a 
couple  things  I  would  like  to  present,  and  I  would  like  to  welcome 
you,  Doctor. 

As  you  know,  on  our  side,  we  are  very,  very  concerned  about  the 
on-budget,  off-budget  debate  going  on  in  your  shop.  We  think  that 
the  health  care  plan  ought  to  be  scored  on  budget. 

We  are  sending  you  a  detailed  letter  and  there  are  Members  here 
today  that  are  prepared  to  talk  about  this.  I  really  want  to  empha- 
size, I  have  been  a  Bob  Reischauer  fan,  because  I  think  you  call 
them  like  you  see  them. 

But  when  I  think  about  how  you  are  going  to  make  this  decision, 
I  can't  help  but  think  about  Bobby  Knight.  When  he  gets  up  off  the 
bench,  like  our  President  sometimes  does,  he  can  work  the  officials 
over  and  get  a  couple  calls  going  his  way.  I  want  to  make  sure  that 
you  will  make  this  call  in  a  way  that  will  ignore  the  intimidation 
that  you  may  feel  from  anybody  that  wants  to  say:  Go  and  make 
it  this  way  or  that  way.  I  want  you  to  do  it  on  the  basis  of  how 
you  feel. 

I  would  ask  you  to  avoid  the  Bobby  Knight  syndrome  in  making 
this  decision. 

Let  me  just  say  a  couple  things,  because  I  think  the  Chairman 
presented  some  very  interesting  charts.  And  it  shows  in  a  nutshell 
that  people  can  see  the  same  things  really  kind  of  differently. 

What  the  Chairman  shows  in  discretionary  spending  relative  to 
GDP  is  a  decline.  That  is  because  defense  spending  has  been  cut 
by  $120  billion  over  5  years.  And,  Doctor,  you  may  comment  on  the 
fact  that  the  Chairman  of  the  Defense  Subcommittee  of  Appropria- 


tions  just  added  $1.2  billion  to  the  emergency  earthquake  aid  in  a 
way  to  figure  out  how  to  make  numbers  match. 

I  would  like  you  to  comment  on  whether  you  think  the  $1.2  bil- 
lion Somalia  and  Bosnia  costs,  which  are  going  to  be  scored  as  an 
emergency,  meet  the  definition  of  the  law.  What  I  would  argue  is 
the  reason  they  are  loading  up  the  $1.2  billion  is  because  they  don't 
have  enough  money  to  pay  their  bills,  because  they  cut  defense  so 
much. 

But  this  is  the  story  on  nondefense  discretionary  spending.  You 
see,  we  hear  about  all  these  massive  cuts  and  tight  caps  in  discre- 
tionary spending.  Nondefense  discretionary  continues  to  rise  sig- 
nificantly under  this  so-called  tight-fisted  budget.  It  is  only  a  hard 
freeze  in  discretionary  because  we  have  a  significant  slashing  of  de- 
fense. We  are  now  rigging  the  table  at  the  crap  game  through  the 
Appropriations  Committee  to  pay  for  it. 

Let's  talk  about  national  debt.  This  chart  is  based  on  your  projec- 
tions. There  is  a  38  percent  increase  in  the  national  debt  under  the 
CBO  projections.  Thirty-eight  percent  increase  in  the  national  debt 
is  pretty  big.  And  that  is  based  on  your  projections,  but  what  both- 
ers me  is  that  you  have  been  so  far  off  in  your  projections. 

In  1991,  you  projected  the  deficit  for  1995  would  be  $57  billion. 
You  projected  in  September  of  1993  that  the  deficit  for  1995  would 
be  $196  billion.  You  were  wrong  by  $139  billion.  This  isn't  to  bash 
the  CBO.  It  gets  down  to  the  fact  that  you  cannot  make  long  out- 
year  projections.  This  also  can  be  illustrated  by  the  fact  that  when 
it  began  we  projected  the  growth  of  Medicare  Part  A,  to  be  this 
black  line.  This  green  wedge  shows  a  640  percent  margin  of  error 
in  those  projections. 

This  is  what  happens  when  you  try  to  make  long-term  projec- 
tions. But  even  if  we  use  your  conservative  numbers,  you  find  out 
we  are  going  to  have  a  significant  increase  in  the  national  debt. 

And  finally,  we  heard  we  got  those  low  interest  rates  because  of 
this  administration's  economic  plan. 

This  chart  shows  the  trend  line  of  interest  rates  starting  in  1981, 
when  Ronald  Reagan  took  office.  At  that  time  the  interest  rates 
were  at  14  percent.  And  as  you  can  see,  they  have  been,  except  for 
this  blip  from  1987  to  1989,  there  has  been  a  significant  decline  in 
both  long-term  and  short-term  interest  rates.  That  did  not  come 
about  because  of  anything  that  happened  since  the  passage  of  this 
plan. 

I  am  prepared  to  demonstrate  that  we  are  not  getting  the  kind 
of  GDP  growth  we  should.  And  I  maintain  this  is  not  just  because 
of  this  administration's  policies,  it  also  involves  my  objections  to 
the  last  administration  which  relied  on  high  spending,  high  taxes, 
high  regulation. 

And  so  that  is  my  concern.  Dr.  Reischauer:  maximizing  growth. 
I  think  that  we  have  to  move  in  the  direction  of  less  spending  and 
less  regulation  and  less  taxes  if  we  are  to  achieve  this. 

I  hope  your  projections  are  going  to  be  right.  Because  if  they  are 
right,  then  the  country  will  gain. 

I  am  glad  we  got  this  last  quarter.  A  quarter  does  not  a  year 
make  and  does  not  a  long-term  recovery  make,  but  thank  God  we 
got  some  growth. 


The  American  people  are  getting  some  jobs  and  they  are  feehng 
better  about  things.  But  I  think  if  we  are  going  to  maximize  our 
opportunity  in  this  country,  we  have  got  to  work  together  to  mini- 
mize government. 

Thank  you,  Mr.  Chairman. 

Chairman  Sabo.  Dr.  Reischauer. 


STATEMENT  OF  HON.  ROBERT  D.  REISCHAUER,  DIRECTOR, 
CONGRESSIONAL  BUDGET  OFFICE 

Dr.  Reischauer.  Mr.  Chairman  and  members  of  the  committee, 
I  appreciate  the  opportunity  to  discuss  with  you  the  Congressional 
Budget  Office's  (CBO's)  new  economic  forecast  and  our  budget  pro- 
jections, which,  as  you  mentioned,  were  released  in  a  report  that 
we  issued  last  week. 

With  your  permission,  I  am  going  to  summarize  my  prepared 
statement  which  I  will  submit  for  the  record  of  the  hearing. 

Chairman  Sabo.  It  will  be  entered  in  the  record. 

Dr.  Reischauer.  My  message  in  brief  is  that  the  economic  and 
budget  outlook  has  not  changed  substantially  since  I  testified  be- 
fore this  committee  last  September.  The  deficit  picture,  however,  is 
significantly  brighter  than  it  appeared  1  year  ago  and  that  is  large- 
ly because  of  the  spending  cuts  and  the  tax  increases  that  were 
contained  in  the  Reconciliation  Act  that  was  approved  last  summer. 

The  economy  has  settled  into  the  expansion  phase  of  the  busi- 
ness cycle.  Real  gross  domestic  product  (GDP)  will  grow  at  an  an- 
nual rate  of  nearly  3  percent  through  1994  and  1995.  The  unem- 
ployment rate  should  decline  from  the  6.4  percent  that  was  re- 
ported for  December  1993,  to  about  6  percent  by  the  end  of  1995. 

This  drop  might  strike  some  of  you  as  discouragingly  slow,  but 
it  reflects  CBO's  view  that  as  market  conditions  improve  and  labor 
markets  strengthen,  more  people  will  be  attracted  into  the  labor 
force.  As  a  result,  the  job  growth  might  be  fairly  robust,  but  the 
unemployment  rate  won't  come  down  quite  as  rapidly  as  one  might 
expect. 

I  also  mention  to  you  that  these  numbers  are  based  on  the  old 
method  of  calculating  the  unemployment  rate,  and  that  the  Bureau 
of  Labor  Statistics  will  start  issuing  a  slightly  revised  version  of 
the  unemployment  rate  this  month  that  will  be  a  bit  higher  than 
these  numbers  suggest.  But  in  no  way  will  they  indicate  a  worsen- 
ing of  underlying  conditions  in  the  labor  market. 

Inflationary  pressures  will  be  dampened  by  the  persistence  of  ex- 
cess domestic  and  foreign  capacity  and  weak  demand  from  abroad. 
The  Consumer  Price  Index  (CPI)  is  expected  to  grow  at  about  3 
percent  a  year  for  at  least  the  next  2  years.  As  the  expansion  con- 
tinues, the  Federal  Reserve  is  likely  to  allow  interest  rates  to  rise 
a  bit  in  order  to  ensure  that  inflation  does  not  heat  up. 

CBO  forecasts  that  the  rate  on  the  3-month  Treasury  Bills  will 
increase  from  3.1  percent  at  the  end  of  1993  to  about  4.5  percent 
at  the  end  of  1995.  We  also  expect  that  long-term  rates  will  also 
rise  slightly  during  that  period. 

I  would  say  that  CBO's  general  outlook  for  the  economy  is  not 
appreciably  different  from  that  of  the  Blue  Chip  consensus  of  pri- 


vate  forecasters.  In  other  words,  CBO's  view  is  very  similar  to  that 
of  the  majority  in  the  economics  profession. 

CBO's  new  budget  outlook  is  marginally  better  than  the  one  I 
presented  to  this  committee  in  September.  The  deficit  will  shrink 
from  the  $255  billion  level  recorded  for  fiscal  year  1993,  to  $223  bil- 
lion for  the  current  fiscal  year,  and  then  to  around  $170  billion  in 
both  1995  and  1996. 

The  noted  improvement  in  the  deficit  outlook  since  September, 
which  is  in  the  range  of  $20  billion  to  $30  billion  a  year  during  the 
next  5  years,  can  be  attributed  to  lower  inflation,  which  has  mod- 
erated the  cost-of-living  adjustment  that  we  make  in  various  gov- 
ernment benefit  programs,  and  improved  outlook  for  deposit  insur- 
ance, lower  interest  costs,  and  some  reductions  in  projected  Medi- 
care and  Medicaid  spending. 

By  1998,  the  deficit  will  have  edged  up  a  bit  from  its  lows.  It  will 
be  somewhere  in  the  neighborhood  of  $180  billion.  This  is  still  a 
huge  improvement  over  the  CBO  budget  projection  that  I  presented 
last  January,  which  indicated  a  1998  projected  deficit  of  more  than 
$350  billion.  In  other  words,  we  are  making  a  downward  adjust- 
ment of  about  $170  billion  to  $180  billion. 

The  improvement  does  not  mean  that  the  deficit  has  been  perma- 
nently domesticated.  Rather,  it  means  that  the  efforts  of  this  past 
summer  have  temporarily  tamed  the  monster  that  we  were  con- 
fronting a  year  ago. 

CBO's  10-year  projections  show  that  increased  Medicare  and 
Medicaid  spending  will  push  deficits  up  from  a  low  of  about  2.2 
percent  of  GDP  in  1998,  to  about  3.3  percent  of  GDP  by  the  year 
2000.  I  think  this  underscores  the  importance  of  health  care  re- 
form, to  which  leaders  on  both  sides  of  the  aisle  have  expressed  a 
strong  commitment.  The  persistence  of  the  deficit  problem  has  led 
some  people  to  call  for  a  constitutional  amendment  requiring  a  bal- 
anced budget. 

So  let  me  conclude  with  several  comments  on  this  proposal:  First, 
a  constitutional  change  is  a  radical  response  that  should  be  consid- 
ered only  when  all  other  remedies  have  been  tried  and  have  failed. 
This  is  hardly  the  current  situation.  Any  balanced  rendition  of  re- 
cent budget  history  would  conclude  that  existing  procedures  and 
political  pressures  have  worked  despite  the  anguish  that  has  ac- 
companied progress. 

Two  substantial  deficit  reduction  packages  have  been  enacted  in 
the  past  4  years.  The  process  has  been  painful  and  difficult.  But 
the  bottom  line  has  been  very  real.  About  three-fifths  of  the  under- 
lying structural  problem  that  existed  in  1990  has  been  addressed. 

Second,  before  adopting  an  amendment,  the  Congress  should  re- 
flect upon  our  recent  experience  with  attempts  to  legislate  the  size 
of  the  deficit,  namely,  the  Gramm-Rudman-Hollings  era.  If  the 
Gramm-Rudman-Hollings  procedures  had  worked  as  the  1985  law 
stipulated,  we  would  now  be  in  the  midst  of  the  fourth  consecutive 
year  of  a  balanced  budget. 

In  other  words,  the  deficit  was  supposed  to  reach  zero  by  the 
year  1991.  But  because  there  was  no  consensus  about  what  meas- 
ures should  be  adopted  to  cut  spending  or  raise  revenues,  the  Con- 
gress and  the  President  turned  to  short-term  fixes  and  outright 
gimmickry  to  meet  the  targets  and  the  system  failed.  The  same 


sort  of  response  is  likely  under  a  constitutional  regime  that  re- 
quired a  balanced  budget. 

Third  and  finally,  if  Congress  does  decide  to  adopt  a  constitu- 
tional amendment  and  to  send  it  to  the  States  for  ratification,  it 
should  also  be  willing  to  expeditiously  pass  a  multiyear  deficit  re- 
duction package  that  would  provide  some  hope  of  achieving  the 
goal  in  an  orderly  way.  By  that,  I  mean  in  a  manner  that  does  not 
unduly  endanger  the  economy  or  require  individuals,  businesses, 
and  State  and  local  governments  to  go  through  wrenching  adjust- 
ments. 

A  5-year  deficit  reduction  package  designed  to  balance  the  budget 
by  1999,  which  is  the  first  year  that  the  requirement  could  be  in 
effect,  would  necessitate  about  $600  billion  in  tax  increases  and 
spending  cuts.  This  is  substantially  more  than  the  $433  billion 
package  that  barely  squeaked  through  the  Congress  this  past  sum- 
mer. I  don't  have  to  tell  you  that  it  would  not  be  easy  to  craft  or 
pass  such  a  larger  package. 

In  summary,  a  congressional  requirement  to  balance  the  budget 
is  problematic.  It  is  not  clear  that  achieving  balance  in  every  year 
is  attainable,  or  even  desirable.  But  it  would  be  particular  folly  to 
pass  a  balanced  budget  amendment  and  then  to  ignore  the  need  to 
expeditiously  enact  legislation  that  would  offer  some  hope  of  com- 
plying with  that  requirement. 

That  concludes  my  summary  statement.  I  will  be  glad  to  answer 
any  questions  that  you  or  the  members  of  the  committee  might 
have,  Mr.  Chairman. 

[The  prepared  statement  of  Hon.  Robert  D.  Reischauer  follows:! 

Prepared  Statement  of  Hon.  Robert  D.  Reischauer,  Director,  Congressional 

Budget  Office 

Chairman  Sabo,  Congressman  Kasich,  and  Members  of  the  Committee,  I  am 
pleased  to  be  with  you  this  morning  to  review  the  state  of  the  economy  and  the 
budget.  The  Congressional  Budget  Office  (CBO)  last  Thursday  released  a  report, 
The  Economic  and  Budget  Outlook:  Fiscal  Years  1995-1999,  that  describes  our  cur- 
rent views  in  detail.  My  testimony  summarizes  that  report. 

The  economic  and  budget  outlook  has  not  changed  substantially  since  last  Sep- 
tember, but  the  deficit  picture  is  significantly  brighter  than  it  appeared  one  year 
ago  when  the  Congressional  Budget  Office  projected  that  the  deficit  would  soar 
above  $350  billion  by  fiscal  year  1998.  CBO  now  projects  that  the  federal  budget 
deficit  will  fall  from  $223  billion  in  the  current  fiscal  year  to  below  $170  billion  in 
1996,  then  creep  up  to  around  $200  billion  in  1999.  The  dramatic  improvement  since 
last  January  is  largely  the  result  of  the  enactment  in  August  of  a  major  package 
of  the  increases  and  spending  cuts — the  Omnibus  Budget  Reconciliation  Act  of  1993 
(OBRA-93). 

Based  on  recent  experience,  some  observers  have  doubted  that  deficits  will  actu- 
ally decline  as  a  result  of  OBRA-93.  The  Omnibus  Budget  Reconciliation  Act  of 
1990,  which  implemented  a  multiyear  deficit  reduction  plan  negotiated  by  President 
Bush  and  Congressional  leaders,  also  significantly  improved  the  budget  outlook.  Yet 
despite  the  fact  that  the  increases  in  revenues  and  cuts  in  spending  that  it  promised 
were,  for  the  most  part,  achieved,  its  deficit  goals  proved  elusive.  It  quickly  became 
evident  that  deterioration  of  the  economy,  shortfalls  in  revenues,  and  unanticipated 
increases  in  spending  for  mandatory  programs  (largely  for  Medicare,  Medicaid,  other 
benefit  programs,  and  net  interest)  would  result  in  higher  deficits  than  had  been 
projected  before  the  bill's  enactment. 

In  contrast  to  that  experience,  CBO's  current  economic  forecast  and  estimates  of 
revenues  and  spending  have  changed  very  little  from  the  ones  it  developed  imme- 
diately after  the  passage  of  OBRA-93.  Projected  deficits  are  significantly  lower  than 
they  were  a  year  ago  before  OBRA-93  was  enacted.  But  despite  that  improvement, 
deficits  have  not  been  put  on  the  road  to  extinction.  They  begin  to  grow  again  as 
a  percentage  of  gross  domestic  product  (GDP)  after  1998,  pushed  up  by  continued 
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rapid  growth  in  spending  for  Medicare  and  Medicaid  and  by  expiration  of  the  tight 
caps  on  discretionary  spending  set  in  the  Budget  Enforcement  Act  of  1990  (BEA) 
and  OBRA-93. 

As  always,  the  economic  forecast  and  the  revenue  and  spending  projections  pre- 
sented here  are  uncertain.  Future  economic  and  technical  reestimates  could  still 
push  up  projected  deficits  as  they  did  in  1991  and  1992.  Alternatively,  changes  that 
are  not  currently  anticipated  could  further  improve  the  deficit  picture. 

THE  ECONOMIC  OUTLOOK 

The  economic  outlook  is  essentially  unchanged  since  last  September.  With  the 
economy  settling  into  an  expansion  phase  of  the  business  cycle,  CBO  expects  growth 
to  continue  at  a  moderate  rate,  unemployment  to  decline  gradually,  and  interest 
rates  to  edge  up. 

Forecast  for  1994  and  1995 

CBO  forecasts  that  real  GDP  will  grow  at  an  annual  rate  of  nearly  3  percent 
through  calendar  year  1995  (see  Table  1).  The  combination  of  moderate  economic 
growth  and  an  increasing  number  of  people  actively  looking  for  work  will  result  in 
a  gradual  decline  in  the  unemployment  rate — from  the  6.4  percent  reported  for  De- 
cember 1993  to  6.0  percent  at  the  end  of  1995. 

Figure  1.  Baseline  Deficits 
(By  fiscal  year) 
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SOURCE  Congressional  Budget  Office 

NOTE  The  shaded  area  represents  the  deficit  reduction  resulting  from  the  Omnibus  Budget  Reconciliation  Act  of  1993 

Table  1.  Comparison  of  Forecasts  for  1994  and  1995 


Actual 
1992 

Estimated 
1993 

Forecast 

1994 

1995 

Nominal  GDP 

CBO  

Blue  ChJD 

Fourth  Quarter  to  Fourth  Quarter 
(Percentage  change) 

6.7 

6.7 

4,9 
5.0 

2.3 
2.4 

5.7 
5.6 

2.8 
2.7 

5.4 
5.7 

Real  GDP- 

CBO  

Blue  Chip  

3.9 

3.9 

2.7 
2.6 

Table  1.  Comparison  of  Forecasts  for  1994  and  1995 — Continued 


Actual  Estimated 

1992  1993 


Forecast 


1994  1995 


Implicit  GDP  Deflator 

CBO     2.8  2,5  2.8  2.6 

Blue  Chip 2.8  2  5  2.8  3.0 

Consumer  Price  Index'' 

CBO    3.1  27  2.9  3.0 

Blue  Chip  ; 3.1  2.7  3.1  3.3 

Calendar  Year  Averages 
(Percent) 

Civilian  Unemployment  Rate 

CBO  7.4  6.8  6.4  6.1 

Blue  Chip  7.4  6-8  6.4  6.2 

Three-Month  Treasury  Bill  Rate 

CBO 3.4  3.0  3.5  4.3 

Blue  Chip  3.4  3.0  3.4  3.8 

Ten-Year  Treasury  Note  Rate 

CBO 7.0  5.9  5.8  6.0 

Blue  Chip>  7_0 5^9 5^9 U 

SOURCES.  Congressional  Budget  Office;  Eggert  Economic  Enterprises,  Inc..  Blue  Chip  Economic  Indicators  (January  10.  1994).  Department 
of  Commerce,  Bureau  of  Economic  Analysis, 

NOTE:  The  Blue  Chip  forecasts  are  based  on  a  survey  of  about  50  private  forecasts 

» Based  on  constant  1987  dollars 

t-Ihe  consumer  price  index  for  all  urban  consumers  (CPI-U), 

'  Blue  Chip  does  not  proiect  a  10-year  note  rate  Ttie  values  shown  here  are  based  on  the  Blue  Chip  projections  of  the  Aaa  bond  rate,  ad- 
justed by  CBO  to  reflect  the  estimated  spread  between  Aaa  bonds  and  lO-year  Treasury  notes 

The  persistence  of  excess  domestic  capacity  and  weak  demand  from  sluggish 
economies  elsewhere  in  the  world  will  dampen  inflationary  pressures.  The  consumer 
price  index  is  expected  to  grow  at  a  rate  of  around  3  percent  a  year  through  1995. 
But  as  the  expansion  continues,  the  Federal  Reserve  is  likely  to  allow  interest  rates 
to  rise  in  order  to  ensure  that  inflation  does  not  heat  up.  CBO  forecasts  that  the 
rate  on  three-month  Treasury  bills  will  increase  from  3.1  percent  at  the  end  of  1993 
to  4.5  percent  at  the  end  of  1995.  It  also  expects  that  long-term  rates  will  rise  slight- 
ly over  that  same  period. 

Last  Friday's  report  of  5.9  percent  growth  in  GDP  for  the  fourth  quarter  of  1993 
is  heartening,  but  it  does  not  necessarily  mean  stronger  growth  this  year  than  CBO 
envisions.  Quarter-to-quarter  growth  is  often  erratic.  Strong  fourth-quarter  growth 
in  1992  was  followed  by  two  weak  quarters  in  early  1993,  a  pattern  that  had  also 
occun-ed  in  1986.  Although  the  economy  is  likely  to  perform  well,  weak  foreign 
economies  and  fiscal  restraint  will  dampen  growth  this  year. 

CBO's  economic  forecast  for  1994  and  1995  is  similar  to  the  Blue  Chip  consensus 
of  private  forecasters.  The  consensus  forecast  shows  slightly  lower  growth  in  real 
GDP  and  slightly  higher  inflation.  In  addition,  the  Blue  Chip's  long-term  interest 
rates  are  a  little  higher  than  CBO's,  but  the  short-term  rates  are  lower. 

Projections  for  1996  Through  1999 

CBO  does  not  attempt  to  forecast  cyclical  fluctuations  in  the  economy  more  than 
two  years  into  the  future.  Beyond  1995,  its  projections  are  based  on  trends  in  fun- 
damental factors  that  determine  the  potential  growth  of  the  economy,  including 
gi-owth  in  the  labor  force,  productivity,  and  national  saving. 

CBO  estimates  that  potential  real  GDP  will  grow  at  an  average  rate  of  2.4  percent 
during  the  1996-1999  period.  Projected  growth  of  real  GDP  exceeds  that  rate 
through  1999;  CBO  assumes  average  annual  growth  of  2.6  percent  for  1996  through 
1999  (see  Table  2).  As  a  result,  the  gap  between  actual  and  potential  GDP  shrinks 
from  2.0  percent  at  the  end  of  1993  to  its  historical  average  of  0.6  percent  in  1999. 
Steady  growth  of  2.6  percent  a  year  would  push  unemployment  down  to  5.7  percent 
in  1999.  Because  GDP,  on  average,  remains  below  its  potential,  the  projected  rate 
of  inflation  is  stable.  The  projections  assume  a  slight  increase  in  short-  and  long- 
term  interest  rates  during  the  1996-1999  period. 
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Table  2.  Medium-Term  Economic  Projections 

(By  calendar  year) 


Esti  Forecast  Projected 

mated 
1993 


1994 

1995 

1996 

1997 

1998 

1999 

6.730 

7.099 

7,483 

7.880 

8.287 

8.700 

5.274 

5.418 

5,566 

5,717 

5,867 

6,011 

29 

27 

27 

27 

26 

25 

2,7 

2.7 

2.6 

2,5 

2.5 

2.5 

27 

30 

31 

3.1 

3.1 

31 

6.4 

5.1 

5.9 

5.8 

5,7 

5,7 

3.5 

4.3 

4,6 

4.5 

47 

47 

5.8 

6.0 

6.1 

6.2 

5,2 

6,2 

Nominal  GDP  (Billions  of  dollars)  6.370 

Real  GDP  (Billions  of  1987  dollars)  5.125 

Real  GDP  (Percentage  change)  2  8 

Implicit  GDP  Deflator  (Percentage  cfiange)  2.6 

CPI-U  (Percentage  cfiange)    3  0 

Unemployment  Rate  (Percent)  6.8 

Three-iVlontfi  Treasury  Bill  Rate  (Percent)  3  0 

Ten-Year  Treasury  Note  Rate  (Percent)  5,9 


SOURCE;  Congressional  Budget  Office, 

NOTE  CPI  U  IS  the  consiirrer  price  index  lor  all  urban  consumers 

THE  BUDGET  OUTLOOK 

The  outlook  for  the  budget  is  also  essentially  unchanged  since  last  September, 
with  the  deficit  somewhat  oelow  the  September  estimates  in  each  fiscal  year.  The 
deficit  will  shrink  from  the  $255  billion  recorded  in  1993  to  around  $170  billion  in 
1995  and  1996  and  then  rise  slowly  to  about  $200  billion  in  1999.  This  distinctly 
rosier  outlook,  compared  with  a  year  ago,  is  mostly  a  consequence  of  the  substantial 
tax  increases  and  spending  cuts  enacted  last  August  in  OBRA-93  (see  Figure  1). 
Last  January,  CBO  projected  deficits  that  dipped  only  a  little  below  $300  billion  be- 
fore rising  to  more  than  $350  billion  in  1998.  Although  much  improved,  the  news 
this  year  is  not  all  good;  the  deficit  is  not  on  a  permanent  downward  path.  In  1999, 
it  begins  to  grow  again  as  a  percentage  of  GDP,  a  trend  that  continues  in  CBO's 
extended  1-year  projections.  As  a  result,  the  deficit  remains  a  significant  drag  on 
the  standard  of  living  in  the  United  States  for  the  foreseeable  future. 

The  Outlook  for  the  Deficit 

A  year  ago,  it  seemed  likely  that  the  record-high  1992  deficit  of  $290  billion  would 
be  eclipsed  in  1993,  with  deficits  in  later  years  near  or  above  that  level.  Instead, 
the  1993  deficit  came  in  at  $255  billion,  and  the  combination  of  OBRA-93  and  con- 
tinued economic  growth  keeps  currently  projected  deficits  well  below  $300  billion 
through  the  end  of  the  century  (see  Table  3).  As  a  percentage  of  GDP,  deficits  dip 
to  2.2  percent  (compared  with  the  1984-1993  average  of  4.2  percent)  before  begin- 
ning to  climb  slowly  in  1999.  Essentially  the  same  pattern  is  seen  in  the  standard- 
ized-employment  deficit,  which  removes  the  effects  of  the  business  cycle  from  federal 
revenues  and  spending. 

Table  3.  CBO  Deficit  Projections 

(By  fiscal  year) 

1992     1993     1994     1995     1996     1997     1998     1999 

In  Billions  of  Dollars 

Total  Deficit   290  255  223  171  166  182  180  204 

Standardized-Employment  Deficit-  206  215  179  144  149  164  164  191 

As  a  Percentage  of  GDP 

Total  Deficit  4.9  4.0           3,4           2,4           2,2           2,3           2.2           2,4 

Standardized-Employment  Deficit'' 3,3  3,3           2.7           2,0           2,0           2,1           2,0           2,2 

Memorandum: 

Gross  Domestic  Product  (Billions  of  dol- 
lars)          5,941  6,295        6,637        7,006        7,386        7,780        8,185        8,597 

SOURCE,  Congressional  Budget  Office, 

"Excludes  ttie  cyclical  deficit,  spending  for  deposit  insurance,  and  contributions  from  allied  nations  for  Operation  Desert  Storm  The  last  of 
those  contributions  were  received  in  1992 
>^ Shown  as  a  percentage  of  potential  GDP, 

These  baseline  budget  projections  assume  that  the  Congress  makes  no  changes  in 
current  laws  and  policies  that  affect  tax  revenues  and  mandatory  spending.  They 
also  assume  that  aiscretionary  spending  (spending  that  is  controlled  by  annual  ap- 
propriations) for  1995  through  1998  will  comply  with  the  limits  set  in  the  BEA  (for 
1995)  and  in  OBRA-93  (for  1996,  1997,  and  1998).  Those  caps  require  the  Congress 
to  cut  spending  for  discretionary  programs  by  nearly  10  percent  in  real  terms  be- 
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tween  1994  and  1998.  CBO  assumes  that  discretionary  spending  will  grow  at  the 
same  pace  as  inflation  after  1998,  when  the  discretionary  caps  will  have  expired. 
Increases  in  spending  for  Medicare  and  Medicaid  are  the  dominant  force  pushing 
projected  deficits  back  up  as  the  20th  century  nears  its  end.  Estimated  outlays  for 
those  two  entitlement  programs  continue  to  grow  at  a  rate  of  about  11  percent  a 
year  in  1999.  Even  with  the  expiration  of  the  discretionary  spending  caps,  outlays 
for  everything  other  than  Medicare  and  Medicaid  grow  only  slightly  more  than  4 
percent  in  1999,  a  rate  considerably  slower  that  the  assumed  increase  of  5  percent 
in  nominal  GDP.  Without  the  rapid  growth  of  federal  health  care  spending,  the  defi- 
cits would  probably  decline  steadily  as  a  percentage  of  GDP.  Adopting  a  plan  that 
substantially  reforms  the  nation's  health  care  system  might  slow  the  future  growth 
of  such  spending,  but  that  positive  effect  on  the  deficit  could  be  largely  offset— at 
least  in  the  short  to  intermediate  term — by  the  costs  of  extending  health  care  cov- 
erage to  people  who  are  currently  uninsured. 

CharigL'!^  m  the  Projections 

The  fundamental  outlook  for  the  deficit  has  changed  little  since  CBO's  projections 
last  September,  although  projected  deficits  are  lower  for  each  year.  Changes  in 
CBO's  economic  forecast  and  technical  reestimates  are  almost  equally  responsible 
for  the  reductions,  which  average  about  $20  billion  a  year  (see  Table  4).  Legislation 
enacted  since  the  summer  has  had  virtually  no  effect  on  CBO's  deficit  projections. 

Table  4.  Changes  in  CBO's  Deficit  Projections 

(By  fiscal  year,  m  billions  of  dollars) 

1994  1995  1996  1997  1998 

September  1993  Baseline  Deficit 253  196  190  198  200 

Changes 

Policy  changes  2  ■■'  ■•'  ■•'  -1 

Economic  reestimates 

Revenues'-  , _. 4  -6  -8  -8  -10 

Net  interest [ -2  -2  -2  -3  -3 

Other  outlays  -2  -3  -3  -2  -1 


Subtotal  -9  -12  -13  -13  -13 

Technical  reestimates 

Revenues''  -3  •<  ••  <•  2 

Deposit  insurance '■ -18  -1  -4  2 

Medicaid  and  Medicare  -2  -5  -5  -6  -8 

Net  interest'-  •■-  -2  -1  -1  -1 

Other  outlays -1  -6  •>  1  1 

Subtotal  -24  -14  -11  -3  -5 

Total  Changes  -30  -25  -24  -16  -20 

January  1994  Baseline  Deficit 223  171  166  182  180 

SOURCE.  Congressional  Budget  Office. 
-Less  than  $500  million 

''Revenue  increases  are  shown  with  a  negative  sign  because  they  decrease  the  deficit. 

'  Excludes  changes  in  interest  paid  by  deposit  insurance  agencies  to  the  Treasury   These  Interest  payments  are  intrabudgetary  and  do  not 
affect  the  deficit 

Revising  the  economic  forecast  triggered  an  increase  of  $4  billion  to  $10  billion 
a  year  in  projected  revenues,  stemming  for  the  most  part  from  increased  wages  and 
other  personal  income.  In  addition,  CBO  lowered  its  projections  of  spending  for  cost- 
of-living  adjustments  by  $15  billion  over  the  1994-1998  period,  primarily  because 
inflation  in  1993  was  lower  than  previously  assumed. 

An  improved  business  climate  for  banks  and  thrift  institutions  led  to  a  technical 
reestimate  of  spending  for  deposit  insurance.  The  reestimate  lowered  projected  out- 
lays by  $18  billion  in  1994  and  by  $21  billion  over  the  1994-1998  period.  CBO  made 
smaller  technical  reductions  in  estimates  of  spending  for  Medicaid,  Medicare,  and 
net  interest.  Technical  revisions  reduced  all  other  outlays  combined  by  about  $4  bil- 
lion over  the  period. 

CONCLUSION 

The  difficult  step  taken  by  the  President  and  the  Congress  in  adopting  a  major 
deficit  reduction  package  last  August  seems  likely  to  achieve  the  desired  outcome — 
significantly  lower  deficits  than  were  projected  a  year  ago.  There  is  no  indication 
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at  this  time  that  the  hard-fought  gains  on  the  deficit  front  will  be  offset  by  economic 
decline  or  unanticipated  changes  in  spending  or  revenues. 

The  point  needs  to  be  emphasized,  however,  that  the  deficit  may  have  been 
brought  under  control  temporarily,  but  it  has  not  been  tamed.  Measured  as  a  per- 
centage of  GDP,  the  deficit  falls  to  2.2  percent  by  1996,  but  under  the  relentless 
pressure  of  rapidly  growing  Medicare  and  Medicaid  spending,  the  decline  is  cut 
short.  The  deficit  climbs  a  bit  in  1999  and  continues  to  grow  in  CBO's  extended  10- 
year  projections.  Unless  health  care  reform  legislation  successfully  reins  in  federal 
spending  for  health,  or  the  Congress  takes  other  major  deficit  reduction  steps,  high 
deficits  are  likely  to  continue  into  the  foreseeable  future. 

The  large  federal  deficits  of  recent  years  have  been  particularly  troubling  because 
they  coincided  with  levels  of  private  saving  that  were  much  lower  than  those  pre- 
vailing before  the  1980s,  thereby  limiting  the  domestic  resources  available  for  in- 
vestment. Similarly,  unless  the  high  deficits  projected  under  current  policies  are  off- 
set by  private  saving  that  is  substantially  higher  than  the  current  rate,  they  will 
constrain  the  improvement  in  the  standard  of  living  that  can  be  expected  in  the 
United  States  in  the  early  21st  century. 

The  presumption  that  high  deficits  will  not  be  offset  by  increased  private  saving — 
and  will  continue  to  be  a  drag  on  economic  growth — has  prompted  calls  for  a  con- 
stitutional amendment  requiring  a  balanced  budget.  These  calls  have  come  even 
though  existing  procedures  and  political  pressures  have  combined  to  produce  two 
substantial  deficit  reduction  efforts  in  the  past  four  years. 

At  least  one  of  the  proposed  versions  of  such  an  amendment  could  be  in  effect  for 
1999  if  it  is  passed  by  the  Congress  this  year  and  promptly  ratified  by  three-fourths 
of  the  States.  Under  CBO's  current  budget  projections,  balancing  the  budget  in  1999 
would  require  $204  billion  in  deficit  reduction  in  that  year.  If  the  Congress  adopts 
an  amendment  requiring  a  balanced  budget  beginning  in  1999,  it  should  not  ignore 
the  need  to  enact  a  multiyear  package  of  tax  increases  and  spending  cuts  to  provide 
some  hope  of  achieving  that  goal  in  an  orderly,  gradual  way.  The  longer  the  Con- 
gress and  the  President  delay  passage  of  such  a  package  after  the  Congress  has  pro- 
posed the  amendment  for  ratification,  the  harder  it  will  be  to  eliminate  the  deficit 
by  1999.  In  fact,  at  some  point  it  would  become  virtually  impossible  to  reach  a  bal- 
anced budget  that  year  without  a  substantial  risk  of  triggering  an  economic  down- 
turn— which  would  make  it  even  harder  to  balance  the  budget. 

A  deficit  reduction  package  with  cuts  beginning  in  1995  that  was  designed  to  re- 
duce the  1999  deficit  by  about  $200  billion  would  probably  lower  the  total  deficit 
over  the  1995-1999  period  by  about  $600  billion — a  substantially  larger  decrease 
than  the  $433  billion  achieved  by  OBRA-93.  Deficit  reduction  of  that  magnitude  is 
not  impossible,  but  it  would  be  politically  difficult.  The  Congress  narrowly  enacted 
the  $433  billion  in  savings  in  OBRA-93  only  after  an  arduous  legislative  struggle — 
and  that  bill  quite  naturally  included  the  relatively  less  painful  options  from  among 
the  tax  increases  and  spending  cuts  available,  leaving  the  more  painful  ones  for  fu- 
ture deficit  reduction  efforts.  Reducing  the  deficit  by  an  additional  $600  billion 
clearly  would  require  abundant  political  resolve 

Although  CBO  has  often  made  the  case  for  deficit  reduction,  it  has  also  warned 
against  procedural  fixes  (including  a  balanced-budget  constitutional  amendment) 
that  promise  action  in  the  future  to  reduce  the  deficit  (see  Chapters  5  and  6  of 
CBO's  January  1993  Economic  and  Budget  Outlook).  Instituting  a  constitutional  re- 
quirement to  balance  the  budget  is  problematic  in  any  case:  it  is  not  clear  that 
achieving  balance  in  evei-y  year  is  an  obtainable  or  even  desirable  goal.  It  would  be 
a  particular  folly  to  pass  a  balanced-budget  amendment  and  ignore  the  need  to  ex- 
peditiously enact  legislation  that  would  ofier  some  hope  of  complying  with  it. 

Chairman  Sabo.  Thank  you,  Dr.  Reischauer.  I  have  a  few  ques- 
tions. 

One  of  the  important  things  that  we  have  in  the  House  version 
of  reconciliation  last  year  was  under  leadership  of  Mr.  Stenholm, 
it  was  an  entitlement  review  process.  Are  your  current  projections 
such  that  entitlement  spending  are  under  the  caps  set  by  that  enti- 
tlement review? 

Dr.  Reischauer.  That  process  was  established  in  the  end,  with 
an  executive  order.  And  the  executive  order  laid  out  several  adjust- 
ments for  population  and  other  changes. 

Chairman  Sabo.  Are  your  projections  such  that  we  are  under  it? 
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Dr.  Reischauer.  We  don't  know  how  the  administration  would 
implement  that,  but  on  our  basis,  we  are  considerably  below  those 
levels.  By  our  estimation  there  is  no  threat,  using  our  methodology, 
of  hitting  those  caps. 

Chairman  Sabo.  The  question  that  is  not  in  your  testimony,  but 
I  read  some  newspaper  stories  recently,  an  analysis  that  is  analyz- 
ing how  we  compute  the  CPI.  And  clearly  how  that  is  computed 
has  significant  impact  both  on  our  expenditures  and  our  revenues. 
Some  of  those  reports  indicate  that  our  current  method  overstates 
CPI.  That  probably  also  has  impact  on  interest  rates. 

I  am  just  curious  if  CBO  is  looking  at  those  studies?  What  de- 
gree, if  any,  have  you  looked  at  them?  Do  you  think  they  are  accu- 
rate? And 

Dr.  Reischauer.  Yes,  we  are  looking  at  those  studies,  and  there 
is  reason  to  believe  that  the  current  methodology  for  measuring 
consumer  price  inflation  overstates  the  real  increase.  There  is  a 
problem:  what  we  price  out  as  a  fixed  market  basket  doesn't 
change  appreciably  over  a  long  period  of  time,  and  so  the  substi- 
tution that  normally  takes  place  when  relative  prices  and  tastes 
change  isn't  totally  reflected. 

Another  problem  is  associated  with  the  manner  in  which  prices 
from  different  outlets  within  the  same  sort  of  business,  such  as  gas 
stations  are  included  in  the  calculations.  This  involves  a  very  tech- 
nical issue  that  probably  overstates  the  situation. 

It  is  also  difficult  for  the  Bureau  of  Labor  Statistics  to  take  into 
account  the  shifting  pattern  of  purchases  in  the  United  States  from 
old-line  retailers  to  discount  and  new  types  of  retailers  and  the 
methodology  probably  exaggerates  the  problem.  All  in  all,  there  are 
several  reasons  for  concluding  that  we  overstate  consumer  price  in- 
flation. Of  course,  this  has  a  tremendous  impact  on  a  government 
that  indexes  benefit  programs  and  changes  the  earned  income  tax 
credit  levels  and  brackets  on  the  basis  of  the  CPI. 

If,  for  example,  one  mismeasured  the  CPI  by  a  percentage  point 
each  year,  the  calculation  would  suggest  that  in  the  first  year  of 
the  change,  the  deficit  would  be  reduced  by  about  $5  billion.  And 
by  the  fifth  year — let's  say  by  1999 — the  deficit  reduction  impact  of 
a  change  that  large  would  be  in  the  neighborhood  of  $50  billion.  We 
are  not  talking  about  spare  change.  You  know  I  don't  make  rec- 
ommendations, but  we  have  probably  shortchanged  the  budgets  for 
collecting  and  improving  economic  data  over  the  course  of  the  last 
few  years,  if  not  the  last  decade.  I  think  that  small  investments  in 
improving  the  quality  of  our  data  could  reap  rather  substantial 
savings  over  the  long  run.  You  might  consider  that  factor  when  the 
budget  is  put  together. 

Chairman  Sabo.  Where  does  the  ultimate  authority  rest  to  deter- 
mine what  formulas  are  used?  Is  that  with  the  Bureau  of  Labor 
Statistics? 

Dr.  Reischauer.  Yes,  this  has  been  done  by  a  highly  profes- 
sional, competent,  staff  of  technical  experts.  And  I  think  they  deter- 
mine the  methodology.  I  am  sure  they  review  their  procedures  with 
outside  experts  as  well.  I  do  not  know  exactly  what  procedures  they 
use. 

Chairman  Sabo.  I  h^ve  a  couple  of  questions  on  your  projections, 
and  you  make  a  point,  i  think  we  should  keep  this  in  mind.  You 
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are  estimating  for  a  couple  of  years  and  beyond  that  you  are  pro- 
jecting and  there  is  a  difference? 

Dr.  Reischauer.  That  is  correct. 

Chairman  Sabo.  I  read  a  statement  by  Mr.  Stockman,  former  Di- 
rector of  0MB,  just  recently.  His  predictions  are  that  you  overstate 
deficit  for  the  future.  And  his  judgment  is  that  by  the  end  of  the 
decade,  the  deficit  will  be  down  to  1.5  percent  of  GDP  and  that 
health  care  projections  in  particular,  that  health  care  costs  would 
be  significantly  less  than  what  you  are  projecting. 

I  am  just  curious  how  you  respond  to  that  kind  of  projection.  And 
clearly  as  one  looks  at  the  numbers,  they  are  so  dramatic.  Medi- 
care, Medicaid,  are  3.7  percent  of  GDP  currently  and  projected  to 
be  6.3  percent  by  1994.  That  is  about  60  percent  growth  beyond  the 
growth  in  the  economy  in  those  two  programs. 

His  projection  is  that  won't  happen  even  under  the  existing  plan, 
but  particularly  if  we  do  health  care  reform. 

Dr.  Reischauer.  I  hope  David  Stockman  is  right  and  I  hope  that 
2  or  3  years  from  now  my  successor  will  be  sitting  here  being  be- 
rated by  Mr.  Kasich  for  having  wildly  overestimated  the  costs  of 
Medicare  and  Medicaid.  But  our  job  is  to  be  prudent.  I  heard  what 
Mr.  Stockman  had  to  say  and  it  struck  me  that  there  was  not  a 
lot  of  hard  analytical  evidence  to  support  his  case. 

Those  of  us  who  have  been  concerned  about  medical  expenditures 
in  this  country  have  been  saying  for  decades  that  this  can't  go  on 
forever.  Health  care  spending  can't  increase  substantially  faster 
than  GDP  or  personal  income.  At  some  point  it  has  to  stop  or  begin 
to  slow  down. 

I  agree  but  I  am  not  going  to  sit  here  before  you  and  say  that 
the  turning  point  is  coming  in  the  next  5  or  7  years.  Those  who 
have  said  that  in  the  past  have  been  uniformly  wrong. 

Chairman  Sabo.  Let  me  ask  you  another 

Dr.  Reischauer.  Unless  we  can  go  back  and  ask  ourselves  why 
our  medical  care  expenditures  are  rising  so  fast,  and  unless  there 
is  structural  reform  in  our  health  care  system,  it  is  difficult  to 
argue  that  something  is  going  to  dampen  the  growth  of  its  cost  in 
the  future. 

Chairman  Sabo.  Clearly,  the  news  you  bring  us  today  is  good, 
and  the  projections  would  indicate  that  what  we  thought  was  hap- 
pening last  fall  in  terms  of  deficit  reduction — reality  is  actually 
substantially  better.  We  also  understand  that  is  subject  to  the  va- 
garies of  what  happens  with  the  economy.  And  as  I  understand 
your  projections,  you  are  projecting  or  estimating,  roughly,  3  per- 
cent growth  in  the  next  2  years,  slightly  under.  And  then  as  I  re- 
call, it  is  2.6  that  you  are  projecting,  where  you  move  from  estimat- 
ing. 

What  would  be  the  varying  impacts  on  deficit  projections  if  the 
economy  were  to  grow  either  one-half  percent  more  or  one-half  per- 
cent less  than  those  projections?  Is  there  any  rough  way  to  cal- 
culate that,  just  so  we  have  some  understanding.  I  guess,  what  we 
are  about  here  is  not  precise  science? 

Dr.  Reischauer.  It  is  not  precise  science.  The  Congressional 
Budget  Office  has  in  its  report  a  table  that  provides  the  estimated 
budget  effects  of  1  percentage  point  lower  real  growth  than  the 
baseline  projection  That  would  suggest  that  the  deficit  in  the  cur- 
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rent  fiscal  year  would  bounce  up  by  $9  billion  and  by  1999,  if  this 
1  percentage  point  lower  growth  persisted  each  year,  it  would 
amount  to  an  increase  in  the  deficit  of  $149  billion. 

Similarly,  if  you  turned  it  around  and  projected  1  percentage 
point  higher  growth,  the  effect  would  be  approximately  similar.  For 
one-half  percentage  point,  as  a  rough  rule  of  thumb,  you  could  di- 
vide those  numbers  in  two. 

I  think  there  are  reasons  why  they  wouldn't  be  exactly  divisible 
by  two  but  for  half  a  percentage  point,  maybe  in  the  fifth  year,  the 
effect  would  be  approximately  a  $75  billion  higher  or  lower  deficit. 
So  your  gut  feeling  is  absolutely  right,  the  economic  growth  rate 
makes  a  tremendous  amount  of  difference. 

Chairman  Sabo.  Okay. 

Mr.  Kasich. 

Mr.  Kasich.  Thank  you,  Mr.  Chairman.  It  has  been  an  interest- 
ing round  of  questions. 

Dr.  Reischauer,  I  want  to  tell  you  when  I  point  out  these  things, 
it  is  not  designed  to  take  a  whack  at  CBO.  It  shows  just  how  dif- 
ficult it  is  to  make  long-term,  frankly,  almost  even  what  you  would 
call  short-term  projections. 

My  colleague,  Mr.  Cox,  for  a  long  time,  has  been  talking  about 
the  inability  of  CBO  to  come  up  with  good  numbers.  I  want  my  col- 
leagues one  more  time  to  look  at  what  was  projected  in  1991,  and 
then  how  things  ended  up.  You  can  see  that  the  numbers  are  wild- 
ly off  I  mean,  off  by  a  whole  lot  in  terms  of  where  they  thought 
things  were  going  to  be. 

But  if  I  was  to  look  at  the  revenue  projections,  you  were  off  in 
1991,  by  $40  billion.  You  projected  $40  billion  more  than  came  in. 

In  1992,  it  was  $80  billion  more  than  what  came  in.  In  1993,  it 
was  $101  billion  more  than  what  came  in.  And  why  is  that?  And 
isn't  it  right  for  us  to  question  you  about  why  these  numbers  are 
so  different,  what  you  project  and  what  we  get? 

I  mean,  40,  80,  101,  just  take  those  three.  Why  is  that? 

Dr.  Reischauer.  I  don't  think  it  is  inappropriate  at  all  for  you 
to  raise  this  issue  and  ask  if  we  can't  all  do  better.  First,  the  econ- 
omy often  doesn't  perform  as  we  expect  it  to.  Second,  policies  are 
changed.  And  third,  unexpected  events  or  unexpected  developments 
occur. 

Given  a  stable  economy,  the  fraction  of  income  that  is  capital 
gains  versus  labor  income  might  change  in  ways  that  we  did  not 
project.  You  don't  have  to  go  back  to  1991  to  embarrass  a  budg- 
eteer. 

As  you  know,  both  0MB  and  CBO  projected  at  this  time  last 
year  that  the  deficit  for  fiscal  year  1993,  which  was  already  4 
months  underway,  would  be  more  than  $300  billion.  That  fiscal 
year  ended  with  a  deficit  of  about  $255  billion.  So  even  within  a 
fiscal  year,  we  are  off  by  $45  billion. 

Mr.  Kasich.  And  let  me  one  more  time  tell  you,  CBO  has  re- 
sponded to  us  when  we  have  needed  you  in  crunch  times  to  work 
through  numbers.  You  really  kind  of  tell  it  like  you  see  it.  But 
what  is  interesting  about  your  projections  on  revenues  is  you  are 
always  short.  I  wonder  if  it  is  the  model. 

One  of  the  things  that  you  did  not  mention  is  that  when  you 
raise  taxes  on  people,  it  has  a  negative  economic  impact.  I  happen 
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to  believe  that  is  one  of  the  reasons  why  your  revenue  projections 
are  alvi^ays  too  high.  You  point  out  in  here  that  deficits  have  a 
rosier  outlook  because  of  substantial  tax  increases. 

Yet  your  revenue  model,  which  has  always  been  wildly  wrong, 
says  for  every  dollar  taxed,  a  dollar  comes  in  to  the  government  as 
revenue.  So  isn't  it  very  possible  that  the  revenues  that  you  are 
projecting  just  aren't  going  to  be  realized  under  the  model  that  you 
use  at  the  Congressional  Budget  Office? 

Dr.  Reischauer.  It  is  possible.  We  try  to  take  those  factors  into 
account,  and  CBO  is  continually  adjusting  its  models  for  the  errors 
that  we  have  made  in  the  past.  These  are  not  people  who  are  slav- 
ishly tied  to  one  methodology  or  one  approach.  CBO  is  continually 
updating  and  revising  all  of  its  models  and  improving  its  informa- 
tion. And  I  would  suggest  that  while  CBO  has  been  less  than  ac- 
ceptable in  this  respect,  others  who  are  in  this  game  have  been 
equally  bad. 

Mr.  Kasich.  I  would  agree  with  that.  We  are  talking  now  about 
this  year  perhaps  being  3  percent  economic  growth,  which  may  be 
in  the  ball  park.  The  Chairman  brought  up  the  fact  that  a  couple 
years  from  now  your  growth  projections  are  under  3  percent.  This 
isn't  partisan,  but  since  World  War  II,  we  have  had  weaker  and 
weaker  recoveries  after  periods  of  recession,  historically. 

I  would  be  glad  to  send  you  the  numbers  if  you  don't  know  it. 
But  even  in  the  recovery  that  we  are  having  right  now,  if  you  go 
from  the  fourth  quarter  of  1992  to  the  fourth  quarter  of  1993,  you 
only  have  2.8  percent  growth. 

The  Chairman  talked  about  the  fact  that  you  are  just  going  to 
be  maybe  2.7  percent  in  the  out-years.  This  is  real  cause  for  con- 
cern, isn't  it,  the  fact  that  we  are  not  having  the  kind  of  robust  re- 
coveries that  we  ought  to  be  getting  post  recession? 

Frankly,  if  we  are  going  to  make  up  what  we  have  been  losing 
over  the  last  several  decades,  we  need  to  be  up  around  4  percent. 
Do  you  think  this  is  cause  for  us  to  rethink  the  way  in  which  we 
are  running  fiscal  and  tax  policies  through  the  Congress? 

Dr.  Reischauer.  The  short  answer  to  that  is  no.  The  long  answer 
is  that  throughout  most  of  the  post-World  War  II  period,  the  labor 
force  expanded  more  rapidly  than  it  has  recently.  The  post-war  ex- 
pansion was  fueled  not  only  by  a  population  increase — baby 
boomers  coming  into  the  labor  force — but  also  by  the  rapidly  in- 
creasing participation  in  the  labor  force. 

Mr.  Kasich.  We  are  not  getting  enough  jobs. 

Dr.  Reischauer.  The  ability  of  the  economy  to  expand  depends 
on  the  supply  of  capital  and  labor  and  the  amount  of  technological 
change — total  factor  productivity.  Over  the  course  of  the  last  sev- 
eral decades  there  has  been  a  slowdown  in  the  labor  component. 

Should  we  be  worried  about  the  capital  component  and  the  rate 
of  growth  of  investment  in  this  country?  Absolutely. 

Are  we  focused  on  it?  Yes.  That  is  what  deficit  reduction  is  all 
about. 

It  is  more  difficult  to  assess  technological  change.  And  we  can 
argue  about  what  steps  government  can  take  to  improve  that  situa- 
tion. 

Mr.  Kasich.  I  will  be  just  very  brief.  I  do  want  you  to  comment 
on  the  emergency  supplemental. 
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But  isn't  it  also  true,  regarding  the  lack  of  supply  of  capital,  that 
higher  capital  gains  tax  rates — taxing  capital — actually  produces 
less  of  it.  Is  that  not  also  a  factor? 

Dr.  Reischauer.  We  could  get  into  a  long  debate  over  that. 

Mr.  Kasich.  Just  say  yes,  and  end  it  there  and  I  will  run  out  of 
the  room. 

Dr.  Reischauer.  Okay,  Bobby  Knight. 

Mr.  Kasich.  Would  you  comment  on  that,  Doctor?  I  mean, 
doesn't  taxes — you  say  that — what  is  your  view? 

Dr.  Reischauer.  Economists  have  argued  about  the  direction,  as 
well  as  the  magnitude,  of  the  effect.  We  have  been  realizing  tax  in- 
creases that  are  being  used  to  offset  Federal  deficits,  not  just  tax 
increases  that  we  are  spending  the  revenues  from. 

Mr.  Kasich.  Taxing  capital  over  the  last  10  years,  which  this 
Congress  has  done,  obviously  produced  less  of  it;  correct?  Less  reve- 
nues from  capital  gains. 

Has  not  taxing  capital  produced  less  revenue  since  1986?  The  an- 
swer is  yes,  of  course.  It  is,  yes;  right? 

I  will  give  you  the  numbers. 

Dr.  Reischauer.  The  numbers  one  sees  in,  you  know 

Mr.  Kasich.  Aren't  the  revenues  that  flow  from  the  capital  gains 
tax  less  since  we  started  taxing  capital  at  higher  levels?  I  mean, 
we  will  get  the  chart.  Answer  it.  Come  on.  Doctor. 

Dr.  Reischauer.  You  asked  me  whether  the  absolute  dollars 
brought  in  by  capital  gains  has  fallen  every  year  since  1986.  I  am 
asking  my  staff  whether  that  is  factually  correct. 

Mr.  Kasich.  Okay.  What  is  the  answer? 

Dr.  Reischauer.  I  posed  the  question  in  such  a  way  that  I  lose 
the  argument,  because  1986  was  very  high. 

Mr.  Kasich.  It  is  not  an  argument.  Doctor,  this  is  not  an  argu- 
ment. Taxing  capital  gains  produces  less  revenue. 

Dr.  Reischauer.  The  Tax  Reform  Act  of  1986  artificially  created 
a  great  surge  in  capital  gains  receipts  in  that  year. 

Mr.  Kasich.  I  mean  the  answer  is,  is  that  since  1986,  when  we 
significantly  raised  the  tax  on  capital,  we  have  had  declining  reve- 
nues from  the  capital  gains  tax.  I  mean,  why  is  that  so  hard  to  say? 
It  is  true.  When  you  tax  something,  you  get  less  of  it;  don't  you? 

Dr.  Reischauer.  I  am  not  sure  I  would  agree  that  the  cause  and 
effect  are  as  strong  as  you  think.  That  is  the  issue. 

Mr.  Kasich.  Last  question.  Does  the  action  taken  in  the  Appro- 
priations Committee  yesterday — the  Murtha,  $1.2  billion  to  pay  for 
Somalia  and  Bosnia— does  that  fall  under  the  definition  of  emer- 
gency in  the  Budget  Act  that  was  created  in  1990  or  is  that  a  viola- 
tion of  the  emergency  rule? 

Dr.  Reischauer.  The  1990  Budget  Enforcement  Act  and  the 
measures  that  you  are  talking  about  contain  no  definition  of  emer- 
gency. And  I  am  left  with  the  conclusion  that  an  emergency  is  that 
which  a  majority  of  the  Congress  and  the  President  says  is  an 
emergency. 

Mr.  Kasich.  Thank  you  very  much. 

Chairman  Sabo.  Mr.  Stenholm. 

Mr.  Stenholm.  Thank  you,  Mr.  Chairman 
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I  don't  want  to  get  into  a  debate  on  the  Balanced  Budget  Amend- 
ment. I  would  like  to  submit  for  the  record  some  responses  to  the 
criticisms  that  Dr.  Reischauer  offers  to  it. 

[The  information  follows:] 

Responses  to  CBO  Criticisms  of  the  Balanced  Budget  Constitutional 
Amendment  In  "The  Economic  and  Budget  Outlook:  Fiscal  Years  1994-1998" 

CRITICISM:  There  is  no  consensus  on  what  the  budget  to  be  balanced 
under  a  strict  rule  should  include  or  on  how  to  measure  conformity  with 
the  balanced  budget  rule. 

RESPONSE:  The  Stenholm-Smith  amendment  does  not  require  that  a  single  docu- 
ment, a  "budget,"  be  written  in  balance.  While  universally  referred  to  as  requiring 
a  "balanced  budget"  its  mandate  is  both  simpler  and  more  comprehensive,  requiring 
a  balance  (or  surplus)  of  receipts  relative  to  outlays.  As  currently  used  and  reported, 
both  "receipts"  and  "outlays"  are  well  understood,  inclusive  concepts  used  with  con- 
sistency in  the  budgetary  process.  The  amendment  deals  with  actual  spending  and 
taxing  bills,  and  how  actual  outlays  conform  to  actual  receipts.  Taking  any  item  "off- 
budget"  would  have  absolutely  no  effect  on  the  operation  of  the  amendment. 

Procedures  for  measuring  compliance  would  be  appropriately  left  to  implementing 
language,  as  required  by  Section  6  of  the  amendment.  It  is  the  expectation  of  the 
authors  of  the  amendment  that  any  implementation  language  will  include  a  mecha- 
nism for  arriving  at  accurate  and  responsive  estimates. 

Relevant  Language: 

Section  6.  The  Congress  shall  enforce  and  implement  this  article  by  appropriate 
legislation,  which  may  rely  on  estimates  of  outlays  and  receipts. 
Section  7.  Total  receipts  shall  include  all  receipts  of  the  United  States  Govern- 
ment except  those  derived  from  borrowing.  Total  outlays  shall  include  all  outlays 
of  the  United  States  Government  except  for  those  for  repayment  of  debt  principal. 

CRITICISM:  A  balanced  budget  amendment  lacks  credibility  because  it 
interferes  with  the  ability  of  the  federal  government  to  combat  recessions 
through  automatic  stabilizers  or  discretionary  fiscal  policy. 

RESPONSE:  A  balanced  budget  amendment  does  not  prohibit  the  federal  govern- 
ment from  using  fiscal  policy  to  respond  to  economic  downturns.  Instead,  it  simply 
increases  the  threshold  of  difficulty  for  spending  beyond  our  means.  The  credibility 
of  the  federal  budget  has  already  been  undercut  by  the  structural  bias  to  spend  and 
borrow  in  good  times  and  bad  that  has  resulted  in  a  massive  structural  deficit.  The 
massive  structural  deficit  severely  restricts  the  ability  of  the  federal  government  to 
effectively  utilize  counter  cyclical  fiscal  policy.  A  balanced  budget  amendment  is  in- 
tended to  level  the  playing  field  by  restricting  the  use  of  fiscal  stimulus  to  unusual 
situations  instead  of  routinely.  In  restoring  this  level  playing  field,  H.J. Res.  290 
strikes  a  reasonable  balance  between  requiring  fiscal  responsibility  and  allowing 
flexibility. 

Rather  than  try  to  anticipate  every  economic  contingency  in  Constitutional  lan- 
guage, the  authors  wrote  a  sufficiently  flexible  amendment.  Several  responses  are 
possible  to  a  contracting  economy,  for  example:  (1)  Congress  can  only  control  what 
is  reasonably  controllable.  When  resulting  outlay  changes  are  small,  no  adjustment 
would  be  necessary.  (2)  To  the  extent  such  outlay  increases  are  foreseeable  and  fair- 
ly certain,  a  mid-year  adjustment  might  be  necessary,  relying  on  offsetting  rescis- 
sions or  other  account  adjustments,  as  is  the  case  when  a  supplemental  appropria- 
tions must  be  made  deficit-neutral.  (3)  If  Congress  and  the  President  agree  that  the 
economic  situation  warrants  outlay  levels  above  the  receipts  ceiling,  achieving  a  % 
majority  to  approve  such  spending  is  not  an  insurmountable  hurdle. 

Relevant  Language: 

Section  1.  Total  outlays  for  any  fiscal  year  shall  not  exceed  total  receipts  for  that 

fiscal  year,  unless  three-fifths  of  the  whole  number  of  each  House  of  Congress 

shall  provide  by  law  for  a  specific  excess  of  outlays  over  receipts  by  a  rollcall 

vote. 

CRITICISM:  The  President  and  the  Congress  could  get  around  an  appar- 
ently rigid  balanced  budget  constraint  by  using  timing  mechanism  and 
other  budgetary  gimmicks  such  as  using  overly  optimistic  economic  as- 
sumptions to  achieve  short-term  budget  targets. 

RESPONSE:  It  is  the  intent  of  the  authors  that  Congress  should  include  provisions 
preventing  the  use  of  such  gimmicks  in  complying  with  the  amendment  in  imple- 
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meriting  legislation  required  by  Section  6.  In  addition,  Section  7  of  the  Stenholm- 
Smith  amendment  defines  total  receipts  and  total  outlays  to  ensure  that  all  govern- 
ment inflows  and  outflows  are  counted  for  the  purpose  for  the  amendment.  This 
would  foreclose  the  most  commonly  anticipated  loopholes  from  being  created.  A 
transparent  mis-estimate  would  be  subject  to  the  very  public  process  of  budget-mak- 
ing and  would  make  the  culprits  vulnerable  to  the  political  impact  and  reaction  to 
their  behavior. 

Furthermore,  regardless  of  any  gimmicks  that  may  be  utilized  to  circumvent  the 
requirements  of  section  1,  Congress  would  still  have  to  pass  a  debt  ceiling  increase 
by  a  three-fifths  vote  if  the  Treasury  were  required  to  borrow  money  to  cover  an 
excess  of  outlays.  The  debt  provision  provides  an  incentive  for  truth-in-budgeting 
more  powerful  than  any  provision  in  current  law.  Any  transparent  gimmicks  would 
be  exposed  to  the  public  process  by  the  required  vote  on  the  debt  limit. 

Relevant  Section: 

Section  2.  The  limit  on  the  debt  of  the  United  States  held  by  the  public  shall 
not  be  increased  unless  three-fifths  of  the  whole  number  of  each  House  shall  pro- 
vide by  law  for  such  an  increase  by  a  rollcall  vote. 

CRITICISM:  The  President  and  Congress  would  pass  costly  spending  on  to 
states  and  local  governments  (through  mandates)  or  private  businesses 
(through  regulations). 

RESPONSE:  Given  the  fact  that  CBO  has  consistently  spoken  to  the  long-term  salu- 
tary efTects  of  deficit  reduction  and  given  the  fact  that  this  criticism  relates  purely 
to  the  pressures  created  by  deficit  reduction,  not  by  a  Constitutional  Amendment, 
this  is  a  surprising  argument  to  come  from  CBO. 

Congress  and  the  President  currently  resort  to  mandates  on  state  and  local  gov- 
ernments as  a  result  of  current  budget  discipline  and  are  likely  to  do  so  as  long  as- 
the  federal  deficit  inhibits  the  establishment  of  new  federal  spending  programs.  The 
balanced  budget  amendment  is  not  likely  to  increase  this  practice  beyond  already 
high  current  levels;  to  the  contrary,  helping  move  the  budget  towards  a  no-deficit 
state  ultimately  will  relieve  some  of  the  pressure  to  pass  off  responsibilities  to  the 
state  and  local  governments. 

The  appropriate  response  to  this  problem  is  legislation  such  as  H.R.  140  intro- 
duced by  Representative  Gary  Condit  which  would  prohibit  consideration  of  legisla- 
tion that  would  impose  unfunded  mandates  on  state  and  local  governments. 

CRITICISM:  The  Balanced  Budget  Amendment  is  not  a  substitute  for  a  bal- 
anced budget  plan.  Even  if  the  amendment  were  passed  and  ratified  by  the 
necessary  three-fourths  for  the  states,  the  hard  work  would  remain  to  be 
done. 

RESPONSE:  The  sponsors  of  the  amendment  have  never  claimed  that  the  amend- 
ment was  a  substitute  for  a  balanced  budget  plan  or  that  it  would  be  a  "magic  bul- 
let" to  solve  the  deficit  crisis  by  itself  Instead,  the  amendment  is  a  tool  to  force  Con- 
gress, the  President  and  the  public  to  own  up  to  the  tough  choices  that  need  to  be 
made. 

The  Constitution  requires  Congress  and  the  President  to  take  the  necessary  steps 
to  carry  out  Constitutional  mandates.  Congress  is  empowered  to  make  all  laws  that 
are  "necessary  and  proper  to  execute  the  mandate  of  the  constitution."  The  Presi- 
dent and  Members  of  Congress  take  only  one  oath,  promising  to  "preserve,  protect 
and  defend  the  constitution." 

In  addition  to  this  inherent  imperative  implicit  to  any  Member  of  Congress  or 
President  who  sincerely  seeks  to  uphold  his/her  oath.  Section  6  of  the  Stenholm- 
Smith  bill  specifically  requires  the  adoption  of  legislation  necessary,  appropriate, 
and  reasonable  to  enforce  and  implement  the  Balanced  Budget  Amendment.  This 
section  creates  a  positive  obligation  on  the  part  of  Congress  to  enact  appropriate  im- 
plementation and  enforcement  legislation.  As  a  practical  matter,  this  language  sim- 
ply requires  what  is  inevitable  and  predictable.  It  is  a  simple  statement  that,  how- 
ever well-designed,  a  constitutional  amendment  dealing  with  subject  matter  as  com- 
plicated as  the  federal  budget  process  needs  to  be  supplemented  with  legislation.  It 
is  a  means  of  owning  up  to  the  truth  in  the  arguments  made  by  many  Members 
of  Congress — both  supporters  and  opponents — that  Members  must  expect  to  do  more 
than  cast  this  one  vote  to  pass  this  one  amendment,  to  ensure  that  deficits  are 
brought  down  and,  ultimately,  eliminated. 

Currently,  under  the  Constitution,  if  Congress  fails  to  make  appropriations  or  pro- 
vide for  further  Treasury  borrowing  the  government  faces  risk  of  shutdown.  We  will 
face  the  same  result  if  Congress  fails  to  pass  necessary  legislation  required  by  im- 
plementing legislation. 
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The  prospect  of  a  balanced  budget  amendment  becoming  effective  several  years 
hence  would  have  an  immediate  salutary  effect  on  the  budget  process  as  policy  mak- 
ers are  forced  to  take  actions  to  ensure  that  the  budget  will  be  in  compliance  when 
the  amendment  takes  effect.  Furthermore,  a  balanced  budget  amendment  would 
serve  as  a  Constitutional  guarantee  that  we  adhere  to  a  long-term  deficit  reduction 
package  through  the  achievement  of  a  balance  and  beyond,  instead  of  attempting 
to  circumvent  the  statutory  discipline  we  include  in  a  deficit  reduction  plan. 

Relevant  Language: 

Section  6.  The  Congress  shall  enforce  and  implement  this  article  by  appropriate 

legislation,  which  may  rely  on  estimates  of  outlays  and  receipts. 

Mr.  Stenholm.  I  have  some  questions  that  I  want  to  submit,  too, 
Dr.  Reischauer.  I  believe  that  the  committee  will  use  this  informa- 
tion as  we  get  into  this  year's  budget. 

Dr.  Reischauer,  you  come  to  one  conclusion  that  I  agree  with  in 
your  last  statement.  You  say,  "It  would  be  particular  folly  to  pass 
a  balanced  budget  amendment  and  ignore  the  need  to  expeditiously 
enact  legislation  that  would  offer  some  hope  of  complying  with  it." 
I  totally  agree  with  you  on  that  and  I  believe  the  overwhelming 
majority  of  the  Members  who  support  the  balanced  budget  also 
agree  to  that.  That  is  my  personal  belief  They  can  speak  for  them- 
selves. 

You  also  state  in  your  summary  of  The  Economic  and  Budget 
Outlook,  that  similarly,  unless  the  high  deficits  projected  under 
current  policies  are  offset  by  private  savings  substantially  higher 
than  the  current  rate,  they  will  constrain  the  improvement  of  the 
standard  of  living  that  can  be  expected  in  the  United  States  in  the 
early  21st  Century.  I  obviously  agree  to  that.  Therefore,  the  ques- 
tions that  I  want  to  have  you  answer  is  this:  I  would  like  to  know 
the  total  amount  of  deficit  reduction  necessary  to  achieve  a  bal- 
anced budget  by  a  variety  of  effective  dates.  You  have  commented 
on  1999,  but  I  also  would  like  the  years  2000,  2001,  2002  and  2003. 
I  would  like  to  have  those  projected  in  the  same  way  you  have  done 
it  for  1999. 

We  want  to  know  the  total  amount  of  deficit  reduction  as  a  per- 
centage of  GDP  necessary  during  those  same  additional  years,  and 
we  would  like  to  have  an  estimate,  if  possible,  of  the  amount  of  def- 
icit reduction  that  would  be  required  each  year  preceding  the  effec- 
tive date  of  the  amendment. 

And  fourthly,  I  would  like  to  know  the  amount  that  spending 
would  continue  to  increase  above  1994  levels  in  nominal  dollar  lev- 
els throughout  the  transition  period  if  we  enact  a  deficit  reduction 
package  sufficient  to  balance  the  budget  by  the  effective  date  en- 
tirely through  spending  cuts,  absent  increased  taxes  now  provided 
for  in  law. 

I  would  submit  these  questions  to  you  in  writing.  I  don't  want 
you  to  comment  on  those  today  because  I  know  you  could  not  do 
justice  to  that  today,  but  I  want  to  have  that  information.  I  cer- 
tainly want  to  see  this  year's  version  of  the  budget  and  the  projec- 
tions comply  with  the  balanced  budget  constitutional  amendment 
that  I  hope  will  pass.  I  want  our  path  to  a  balanced  budget  to  be 
responsible,  as  you  have  suggested  that  it  be.  I  think  the  commit- 
tee needs  to  know  these  numbers  and  what  it  requires  so  that  we 
can  in  fact  keep  that  trend. 

[The  information  follows:] 
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Questions:  As  you  know,  the  balanced  budget  amendment  introduced  by  Senator 
Simon  and  I  currently  includes  an  effective  date  of  1999.  In  The  Economic  and 
Budget  Outlook:  Fiscal  Years  1995-1999,  CBO  indicated  that  balancing  the  budget 
by  fy99  would  require  approximately  $600  billion  in  deficit  reduction  over  the  next 
five  years,  beginning  in  fy95.  Senator  Simon  and  I  and  the  other  sponsors  of  the 
amendment  are  considering  changing  the  effective  date  of  the  amendment  to  provide 
for  a  longer  transition  period  before  the  amendment  would  take  effect.  We  would 
appreciate  your  assistance  in  providing  information  about  the  effect  that  providing 
a  longer  transition  period  would  have  on  the  magnitude  of  the  task  of  complying 
with  the  amendment.  Specifically,  I  would  like  for  CBO  to  provide  us  with  the  fol- 
lowing information  assuming  an  effective  date  of  fy99,  fy2000,  fy2001,  fy2002  and 
fy2003: 

1.  The  total  amount  of  deficit  reduction  necessary  to  achieve  a  balanced  budget  by 

the  effective  date. 

2.  The  total  amount  of  deficit  reduction  as  a  percentage  of  GDP  necessary  to  achieve 

a  balanced  budget  by  the  effective  date. 

3.  An  estimate,  if  possible,  of  the  amount  of  deficit  reduction  that  would  be  required 

each  year  preceding  the  effective  date  of  the  amendment  to  achieve  a  balanced 
budget,  assuming  a  steady  glide  path  toward  a  balanced  budget. 

4.  The   amount   that   spending   would   increase   above   fy94   nominal   dollar   levels 

throughout  the  transition  period  if  enacted  a  deficit  reduction  package  sufficient 
to  balance  the  budget  by  the  effective  date  entirely  through  spending  cuts. 

Response:  There  is  no  unique  deficit  reduction  path  leading  to  the  achievement 
of  a  balanced  budget  in  fiscal  year  1999  or  any  subsequent  year.  Under  current  CBO 
assumptions,  total  deficit  reduction  in  1999  must  equal  at  least  $204  billion  if  the 
budget  is  to  be  balanced,  but  the  total  deficit  reduction  over  the  1995-1999  period 
and  the  amount  of  debt  service  savings  achieved  in  1999  (which  reduce  the  amount 
of  program  spending  cuts  or  tax  increases  required  in  that  year)  depends  on  the  spe- 
cific policy  changes  that  are  adopted  by  the  Congress  and  the  President  and  when 
the  deficit  reduction  begins. 

The  approximately  $600  billion  deficit  reduction  package  cited  in  CBO's  testimony 
represents  only  one  of  an  infinite  number  of  possible  paths  to  a  balanced  budget. 
It  was  intended  to  illustrate  the  magnitude  of  the  effort  required  to  balance  the 
budget  in  1999  by  comparing  a  hypothetical  package  that  would  achieve  that  goal 
with  the  deficit  reduction  packages  enacted  in  1990  and  1993.  CBO  did  not  make 
any  specific  policy  assumptions  in  devising  the  hypothetical  deficit  reduction  plan, 
but  did  construct  a  deficit  reduction  path  that  was  similar  to  the  paths  of  the  1990 
and  1993  packages,  with  savings  that  are  phased  in  during  the  five  years  following 
adoption  of  the  package. 

Alternative  plans  could  have  policy  changes  that  are  carried  out  more  quickly — 
increasing  the  total  deficit  reduction  over  the  five-year  period  and  debt  service  sav- 
ings in  1999.  Or  they  could  assume  that  policy  changes  begin  later  or  are  phased 
in  more  slowly.  In  the  extreme  case,  if  the  Congress  and  the  President  waited  until 
1999  to  begin  reducing  the  deficit,  the  five-year  total  of  deficit  reduction  would  be 
only  $204  billion  but  there  would  be  very  little  debt  service  savings.  More  impor- 
tant, the  shock  of  such  a  sudden  shift  in  fiscal  policy  would  devastate  the  economy. 

Under  the  assumptions  that  CBO  used  in  developing  the  hypothetical  path  men- 
tioned in  the  testimony — that  deficit  reduction  begins  in  1995  and  all  policy  changes 
are  fully  phased  in  during  the  1995-1999  period — a  deficit  reduction  package  that 
achieves  a  balanced  budget  in  2001  by  cuts  in  spending  for  a  wide  range  of  pro- 
grams or  increases  in  broad-based  taxes  would  most  likely  achieve  a  balanced  budg- 
et in  1999,  and  a  small  surplus  in  2000.  This  occurs  because  of  two  factors.  First, 
CBO's  projected  deficits  begin  growing  after  1998.  Second,  because  no  further  policy 
changes  are  assumed  after  1999,  the  subsequent  policy  savings  reflect  only  the  per- 
manent effects  of  the  earlier  changes  and  grow  at  about  the  projected  rate  of  in- 
crease in  baseline  revenues  and  noninterest  spending.  Combined  with  the  resulting 
debt  service,  these  savings  are  just  enough  to  offset  the  projected  increase  in  the 
deficit  between  1999  and  2001. 

After  2001,  the  projected  increases  in  the  deficit  under  current  policies  are  some- 
what greater  than  the  natural  growth  in  savings  resulting  from  the  assumed  deficit 
reduction  carried  out  from  1995  through  1999.  In  order  to  achieve  balanced  budgets 
in  2002,  2003,  and  2004  without  enacting  additional  policy  changes  that  take  effect 
after  1999,  the  total  deficit  reduction  in  the  1995-1999  period  would  need  to  be 
slightly  higher  than  in  the  hypothetical  path  assumed  for  the  testimony,  thus  in- 
creasing the  savings  that  continue  to  flow  after  1999  from  the  policies  that  produced 
that  deficit  reduction. 

The  table  below  shows  a  deficit  reduction  path  that  assumes  that  policies  adopted 
to  produce  the  hypothetical  path  developed  for  the  testimony  continue  unchanged 
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in  the  years  2000  and  2001.  As  noted  above,  this  path  produces  a  balanced  budget 
in  2001  as  well  as  in  1999.  The  table  also  shows  the  assumed  deficit  reduction  as 
a  percentage  of  gj-oss  domestic  product  and  the  percentage  reduction  below  total 
baseline  outlays  if  all  of  the  deficit  reduction  were  achieved  through  spending  cuts. 
Finally,  it  shows  the  growth  of  total  outlays  above  the  199'1  nominal  level  if  all  of 
the  required  policy  savings  were  achieved  through  spending  cuts. 
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Mr.  Stenholm.  For  the  first  time  since  I  have  been  in  the  Con- 
gress, this  chart  right  here  is  encouraging,  showing  that  discre- 
tionary spending  is  on  a  downward  path.  That  is  the  first  time  we 
have  seen  that  since  I  have  been  in  the  Congress.  That  is  encourag- 
ing. Unfortunately,  the  other  numbers  are  going  up,  the  so-called 
entitlements. 

I  am  one  who  wants  to  control  entitlement  spending  because  I 
believe  that  is  the  only  way  we  are  going  to  get  a  balanced  budget 
by  any  year.  You  can  pick  any  year  you  want  to.  If  we  cannot  re- 
strain the  growth  rate  of  entitlement  spending,  all  of  it,  we  are  not 
going  to  get  there.  That  is  my  personal  belief. 

I  am  concerned  about  the  health  care  area  in  which  you  acknowl- 
edge that  we  must  do  something  about  the  increases  in  health  care 
costs,  that  is  where  the  action  is.  That  is  not  where  all  of  the  action 
is,  but  that  is  where  a  considerable  amount  of  the  action  is. 

I  am  concerned  that  there  are  many  that  are  pushing  for  the 
most  massive  increase  in  entitlement  spending  that  this  Congress 
has  ever  seen  in  the  area  of  health — in  the  name  of  health  care  re- 
form, and  that  we  do  not  have  the  capability  of  projecting,  estimat- 
ing, what  those  costs  are  going  to  be.  I  worry  that  we  go  a  little 
too  far  with  some  of  the  suggestions  on  health  system  reform. 

Does  it  make  any  difference  in  the  overall  economy  if  we  replace 
Federal  public  dollars  with  private  dollars?  Does  that  affect  the 
overall  economic  projections  that  CBO  will  make  in  the  future,  if 
all  we  do  is  shift  current  costs,  current  increased  projections,  if  we 
shift  them  from  the  public  sector  to  the  private  sector?  What  effect 
does  that  have  on  the  overall  economy? 

Dr.  Reischauer.  If  we  took  a  dollar  away  from  the  private  sector 
and  put  it  in  the  public  sector  to  spend  entirely  on  consumption, 
obviously  we  would  get  a  reduction  in  national  saving.  Now,  the 
real  question  for  long-term  economic  growth  would  be:  How  was 
that  dollar  spent?  Conceivably,  it  could  be  spent  on  investment-ori- 
ented activities  in  the  public  sector  that  have  an  impact  similar  to 
that  of  private  sector  investment  on  potential  economic  growth. 
And  then  there  would  be  sort  of  a  wash. 

I  think  your  specific  question  is  what  if  we  took  a  dollar  of  health 
care  spending  away  from  the  private  sector  and  put  that  dollar  in 
a  public  program,  would  there  then  be  no  impact  at  all?  Let  me 

Mr.  Stenholm.  What  about  the  reverse,  if  you  took  it  from  the 
public  and  put  it  into  private? 

Dr.  Reischauer.  Then  the  question  would  be  when  you  took  the 
dollar  out  of  the  public  sector,  would  the  result  be  an  increase  in 
the  deficit?  Were  you  doing  this  by  lowering  revenues  rather  than 
lowering  spending? 

Mr.  Stenholm.  I  guess  that  is  what  I  am  getting  at.  I  am  not 
quite  sure  how  to  ask  the  question.  In  most  of  the  health  system 
reform  bills,  we  spend  more,  at  least  in  nominal  dollars.  At  least 
in  the  short  term  we  spend  more.  There  are  suggestions  that  we 
have  a  considerable  shift  from  the  public  to  the  private  sector.  Is 
there  any  difference  whether  a  dollar  shifts  from  the  public  sector 
to  the  private  sector,  to  the  overall  economy,  or  from 

Dr.  Reischauer.  I  think  the  important  issue  here  is  really  health 
care  reform.  What  are  we  likely  to  do  to  total  national  health  ex- 
penditures. 
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Mr.  Stenholm.  Right. 

Dr.  Reischauer.  That  is  the  ball  we  should  keep  our  eye  on.  And 
if  we  can  reduce  the  resources  going  to  the  health  sector  without 
giving  up  too  much  of  the  quality  or  quantity  of  services  that  we 
value,  we  then  have  resources  available  for  other  purposes:  for  sav- 
ing and  investment,  for  public  sector  projects,  and  for  private  indi- 
viduals to  buy  compact  disks  or  anything  else  they  want. 

Let  me  just  say  one  thing  about  your  opening  comments:  In  gen- 
eral our  projections  show  that  there  is  not  a  general  entitlement 
problem;  that  entitlements — if  you  take  away  the  two  big  health- 
care programs.  Medicare  and  Medicaid — will  not  grow  during  the 
next  10  years  as  fast  as  the  economy. 

In  other  words,  entitlements  will  average  a  slightly  lower  per- 
centage of  GDP  than  they  do  right  now,  given  a  continuation  of 
current  policy.  The  one  area  where  this  is  not  true  is  that  of  the 
Medicare  and  Medicaid  programs,  but  what  we  see  there  is  not  nec- 
essarily a  reflection  of  something  peculiar  to  Federal  programs,  it 
is  peculiar  to  the  health  care  sector.  The  same  is  true  with  respect 
to  private  health  care  spending,  which  is  growing  much  more  rap- 
idly than  the  economy  in  general. 

Mr.  Stenholm.  Well,  there  again,  some  have  a  little  different 
opinion.  When  you  look,  at  a  chart  that  shows  an  additional  $1.3 
trillion  in  borrowing  over  the  next  5  years,  even  with  the  kind  of 
changes  that  we  all  hope  we  would  make,  there  comes  that  point 
in  time  in  which  the  total  debt  of  this  country  becomes  a  problem. 
I  am  not  smart  enough  to  project  it,  you  aren't  either. 

Dr.  Reischauer.  I  am  not  arguing  for  a  minute  that  in  future 
deficit  reduction  efforts  the  Congress  shouldn't  consider  nonhealth 
entitlement  programs  as  targets  for  reduction.  This  is  an  issue  of 
priorities  and  some  of  these  programs  could  very  well  have  lower 
priorities  than  other  things  the  Federal  Government  does.  So  I 
don't  want  to  be  misunderstood  in  that  sense  at  all. 

Mr.  Stenholm.  Well,  at  some  point 

Dr.  Reischauer.  That  is  where  the  money  is,  you  know,  on  the 
spending  side. 

Mr.  Stenholm.  At  some  point  we  have  to  think  in  terms  of  the 
grandchildren  and  not  so  much  our  current  generation.  And  I  hope 
we  start  this  year. 

Chairman  Sabo.  Mr.  Smith. 

Mr.  Smith  of  Texas.  Thank  you,  Mr.  Chairman.  Dr.  Reischauer, 
a  couple  of  questions  first  of  all  on  the  balanced  budget  amend- 
ment. Does  the  CBO  under  any  projections  ever  reach  the  point 
where  the  current  policies  would  yield  a  balanced  budget? 

Dr.  Reischauer.  Before  your  time,  back  when  we  did  not  have 
an  indexed  tax  system,  the  long-run  projections  of  the  administra- 
tion and  the  Congressional  Budget  Office  frequently  showed  a 
budget  surplus  because,  of  course,  we  had  an  effective  tax  increase. 

Mr.  Smith  of  Texas.  What  about  under  current  policies?  Under 
current  policies  is  there  ever  a  projection  that  we  would  reach  a 
balanced  budget? 

Dr.  Reischauer.  Not  in  my  tenure  at  the  Congressional  Budget 
Office. 

Mr.  Smith  of  Texas.  One  of  the  points  you  made  a  while  ago  is 
if  we  had  a  balanced  budget  amendment  we  would  have  to  cut  $600 
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billion  over  the  next  5  years  in  order  to  reach  that  balanced  budget 
target  without  doing  dramatic  damage  to  the  economy  or  to  busi- 
nesses or  whatever.  That  $600  billion,  just  to  put  it  in  perspective, 
I  am  thinking  about  the  $90  billion  amendment,  the  Penny-Kasich 
amendment,  which  amounted  to  1  cent  on  the  dollar.  So  $600  bil- 
lion sounds  like  a  lot,  but  we  are  really  talking  about  just  cutting 
6.5  cents  on  the  dollar  over  that  5-year  period  of  time.  Isn't  that 
the  case? 

Dr.  Rkischauer.  In  the  absolute  scale  of  government  spending 
and  government  activity,  these  numbers  are  relatively  small.  But 
in  terms  of  the  challenge  that  they  pose  for  our  political  system, 
just  judging  from  the  difficulty  that  was  encountered  in  1990  and 
again  in  1993,  these  are  apparently  almost  insurmountable  num- 
bers. 

Mr.  Smith  of  Texas.  I  don't  mean  it  would  be  easy,  I  was  just 
trying  to  put  it  in  perspective.  In  regard  to  the  President's  health 
care  reform  plan,  have  you  made  a  projection  as  to  whether  it 
would  increase  the  deficit  if  it  were  on  budget? 

Dr.  Rrischauer.  I  am  testifying  next  week  on  these  topics  and 
we  are  not  finished  with  our  report  at  this  point. 

Mr.  Smith  of  Texas.  Okay.  Then  let  me  ask  you  another  ques- 
tion. Why  is  it  that  this  administration  would  argue  so  strongly  to 
keep  the  health  plan  ofi'  budget  if  they  actually  thought  it  was 
going  to  cut  costs? 

Dr.  Reisohauer.  You  would  have  to  ask  them  that. 

Mr.  Smith  of  Texas.  Okay.  Well,  it  seems  to  me  there  is  a  com- 
mon sense  answer  there,  and  that  is  that  they  don't  expect  it  to  cut 
costs  or  they  wouldn't  be  trying  to — striving  so  diligently  to  keep 
it  off  budget.  You  don't 

Dr.  Reischauer.  Remember,  they  have  a  chunk  of  this  program 
on  the  budget.  By  their  estimates,  the  part  that  is  on,  which  in- 
volves the  subsidies  that  go  to  individuals  and  businesses,  the  var- 
ious expansions  of  Medicare,  certain  Medicaid  payments,  and  so  on, 
reduce  the  deficit.  The  administration  has  not  included  the  oper- 
ation of  the  health  alliances  in  its  deficit  numbers.  Most  analysts, 
I  think,  regard  the  operations  of  the  health  alliances  as  a  wash.  Re- 
sources will  be  coming  into  them,  they  will  be  taking  this  money 
and  giving  it  to  plans,  and  while  there  might  be  some  cash-fiow  dif- 
ferences year  by  year,  measured  over  several  years,  the  infiow  and 
outflow  should  match  each  other. 

Mr.  Smith  of  Texas.  Okay.  Let's  see.  Dr.  Reischauer,  a  couple 
more  questions  in  regard  to  the  economic  projections  that  CBO  has 
made.  You  have  indicated  the  economy  is  going  to  continue  to  im- 
prove. When  is  it  we  are  actually  going  to  know  the  impact  of  last 
year's  tax  increases  on  the  economy? 

Everything  I  have  read  is  that  it  is  too  soon  to  know  the 
complete 

Dr.  Reischauer.  The  truthful  answer  that  any  economist  should 
give  you  is  "never."  We  have  changed  policy,  but  lots  of  other 
things  have  changed,  too.  The  situation  is  continually  changing. 
And  our  ability  to  go  back  and  ferret  out  the  impact  of  any  one 
piece  of  policy  on  the  economy  or  even  on  the  budget,  is  really  non- 
existent, because  you  have  to  presume  that  your  projection  of  the 
other  unknowns,  back  at  the  beginning,  was  correct. 
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Mr.  Smith  of  Texas.  So  you  are  saying  we  will  never  be  able  to 
isolate  out  the  impact 

Dr.  Reischauer.  Correct. 

Mr.  Smith  of  Texas,  [continuing]  of  the  increasing  taxes  on  the 
economy  as  part  of  a  whole? 

Dr.  Reischauer.  Correct.  These  are  econometric  models,  academ- 
ics, and  we  try  and  tease  the  numbers  out,  but  there  is  no  cer- 
tainty. 

Mr.  Smith  of  Texas.  It  seems  like  in  the  past  whenever  there 
has  been  a  tax  hike,  the  economy,  say,  might  have  an  adverse  im- 
pact. We  have  always  been  able  to  tie  the  tax  increase  or  the  tax 
cut  to  a  direct  consequence  on  the  economy.  You  don't  think  we 
can 

Dr.  Reischauer.  There  is  no  question  that  when  you  apply  fiscal 
restraint — when  you  cut  spending  and  raise  taxes — it  depresses 
economic  activity.  And  we  have  built  into  our  projections  an  eco- 
nomic slowdown  of  somewhere  between  two-tenths  and  three- 
tenths  of  a  percentage  point  for  this  year  and  next  year  as  a  result 
of  the  actions  you  took.  Nobody  is  arguing  that  deficit  reduction — 
tax  increases,  if  you  will — stimulate  the  economy  in  the  short  run. 
Presumably  we  are  doing  this  for  future  generations,  for  the  long- 
run  stability  and  health  of  our  economy. 

Mr.  Smith  of  Texas.  I  don't  disagree  with  the  goal.  It  is  just  how 
we  are  getting  there.  One  last  question,  if  I  may?  One  last  ques- 
tion. 

Chairman  Sabo.  We  better  move  on. 

Mr.  Smith  of  Texas.  Thank  you,  Mr.  Chairman. 

Chairman  Sabo.  Mr.  Price. 

Mr.  Price.  Thank  you,  Mr.  Chairman. 

Dr.  Reischauer,  I  would  like  to  go  back  briefly  to  the  ranking 
member's  opening  statement  which  underscored  the  obvious  fact 
that  as  long  as  we  are  running  any  deficit  at  all,  we  are  going  to 
be  adding  to  the  national  debt.  I  wonder  if  you  could  clarify  for  us, 
had  the  ranking  member's  budget  plan  been  adopted,  would  we 
have  added  more  or  less  to  the  national  debt  than  we  are  under 
the  plan  that  was  in  fact  adopted? 

Dr.  Reischauer.  I  don't  have  the  answer  to  that  question.  I  can 
provide  it  for  the  record,  if  you  would  like. 

Mr.  Price.  The  estimates,  as  I  recall,  that  were  made  at  the 
time,  was  that  the  ranking  member's  plan  would  have  actually  had 
$70  billion  less  in  deficit  reduction  than  the  plan  that  was  adopted, 
which  would  imply  that  much  more  would  have  been  added  to  the 
national  debt.  If  you  could  furnish  an  updated  estimate  of  that  for 
the  record,  I  think  that  would  be  useful. 

[The  information  follows:] 

The  Congressional  Budget  Office  estimated  that  enactment  of  the  amendment  to 
H.R.  2264,  The  Omnibus  Budget  Reconcihation  Act  of  1993  (OBRA-93i,  offered  by 
Representative  John  R.  Kasich  on  May  27,  1993,  would  have  reduced  deficits  below 
those  in  CBO's  capped  baseline  by  $354  billion  over  the  1994-1998  period,  including 
a  reduction  of  $118  billion  in  1998.  CBO  estimated  that  OBRA-93  (P.L.  103-66), 
as  enacted,  reduced  the  deficit  by  $433  billion  over  that  five-year  period  and  by  $143 
billion  in  1998.  Both  of  these  estimates  reflect  anticipated  reductions  in  discre- 
tionary spending  that  would  result  from  changes  in  discretionary  spending  limits 
and  debt  service  savings,  as  well  as  the  effects  of  changes  in  direct  spending  and 
revenues. 
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Dr.  Reischauer.  I  would  also  say  that  we  should  really  keep  our 
eye,  not  necessarily  on  the  nominal  value  of  the  national  debt,  but 
on  what  the  national  debt  is  in  relation  to  the  economy — as  a  per- 
cent of  GDP.  And  by  taking  the  actions  that  were  taken  last  sum- 
mer, in  addition  to  the  other  improvements  that  have  occurred,  we 
have  basically  stabilized  that  debt,  at  about  52  percent  of  GDP.  Too 
high  in  many  people's  views?  Certainly.  But  we  aren't  looking  at 
the  problem  that  we  looked  at  a  year  ago,  which  was  a  rapidly  ris- 
ing ratio  of  debt  to  GDP. 

In  other  words,  the  economy  is  a  measure  of  our  capacity  to  carry 
debt,  just  the  way  the  income  of  a  family  is  a  measure  of  its  capac- 
ity to  handle  debt.  If  the  debt  grows  at  the  same  rate  as  the  econ- 
omy, the  situation  is  not  deteriorating. 

Mr.  Price.  Let  me  turn  to  the  question  that  a  number  of  people 
have  raised  and  that  is  very  much  a  matter  of  public  debate  right 
now,  and  that  is  the  question  of  how  the  health  care  plan  is  scored 
in  terms  of  the  budget.  I  think  your  clarification  there  is  helpful. 
You  pointed  out  that  the  administration  is  not,  quote,  "keeping  the 
health  care  plan  off  budget." 

Medicare  would  still  be  on  budget,  the  subsidies  that  are  pro- 
vided for  lower-income  people,  whatever  replaces  Medicaid,  would 
still  be  on  budget.  The  discounts  for  small  businesses  would  still 
be  on  budget.  The  question  is  what  about  the  premiums  which 
businesses  are  paying  for  their  own  private  health  insurance  for 
their  employees,  should  that  be  scored  somehow  as  taxes  and  made 
part  of  the  Federal  budget? 

As  I  understand,  our  Republican  friends  are  suggesting  that  shift 
should  be  made.  In  other  words,  the  premiums  which  companies 
have  paid  for  years  now  would  suddenly  appear  as  part  of  the  Fed- 
eral budget.  Is  that  your  understanding  of  what  is  being  suggested? 

And  if  a  company  were  to  develop  a  creative  approach  to  health 
care,  for  example,  setting  up  a  clinic  or  a  wellness  center  on  the 
premises  that  somehow  is  part  of  their  provision  of  health  care  to 
their  employees,  that  somehow  that  should  suddenly  be  on  the  Fed- 
eral budget? 

What  exactly  are  you  being  pressured  to  decide  here? 

Dr.  Reischauer.  You  put  your  finger  on  the  crux  of  the  debate, 
which  is  where  should  the  alliance  system  be  shown?  Should  it  be 
shown  in  the  accounts  of  the  Federal  Government?  Should  the  alli- 
ance system  be  left  in  some  intermediate  area  in  the  way  that  gov- 
ernment-sponsored enterprises  are,  or  should  it  be  left  entirely  on 
the  private  side  of  the  ledger?  That  is  what  the  debate  is  about. 

Mr.  Price.  But  it  is  accurate  to  say,  isn't  it,  that  nobody's  propos- 
ing that  health  care,  quote,  "be  taken  off  budget?"  The  question  is 
what  is  the  status  of  these  premiums  which  businesses  are  paying 
to  cover  their  employees,  should  that  somehow  be  calculated  as 
part  of  the  budget? 

Dr.  Reischauer.  Correct. 

Mr.  Price.  All  right. 

Finally,  I  would  like  to  ask  you  about  the  effects  of  the  budget 
plan  and  the  kind  of  result  we  have  seen  in  the  economy.  You  at- 
tribute, of  course,  the  more  optimistic  figures  we  are  seeing  now 
not  just  to  the  budget  plan  but  you  give  that  considerable,  consider- 
able credit  for  the  progress  we  have  made.  We  know  though  that 
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both  spending  cuts  and  tax  increases  do  have  a  contractionary  ef- 
fect. They  slow  growth. 

Our  hope,  of  course,  in  enacting  this  5-year  plan  was  to  offset 
that  with  lower  interest  rates  and  other  signs  of  economic  health 
that  would  offset  whatever  contractionary  effect  the  spending  cuts 
and  the  tax  increases  impose.  Any  way  to  estimate  that,  how  that 
is  playing  out,  what  kind  of  contractionary  effect  we  are  seeing  and 
the  extent  to  which  that  is  being  offset  by  interest  rates  and  so 
forth? 

Dr.  Reischauer.  As  I  said,  our  estimate  of  the  net  impact  is  a 
reduction  of  two-tenths  to  three-tenths  of  a  percent  in  the  rate  of 
growth.  That  is  a  net  of  interest  rate  effects. 

Interest  rates  have  come  down  for  a  number  of  reasons,  one  of 
which  I  think  is  the  actions  taken  by  the  Congress  and  the  Presi- 
dent to  reduce  the  great  uncertainty  about  where  fiscal  policy  was 
going.  But  certainly  there  have  been  other  factors  at  work,  too.  And 
this  is  a  little  like  the  previous  question  by  Mr.  Smith,  namely, 
there  is  really  no  way  to  answer  this  question.  I  mean,  how  much 
of  the  reduction  in  interest  rates  can  be  attributed  to  the  Federal 
Reserve  looking  at  the  progress  that  has  been  made  on  the  deficit 
and  having  a  more  benign  attitude  towards  low  interest  rates?  We 
don't  know. 

Mr.  Price.  Now,  when  you  talk  about  that  $600  billion  that 
would  be  required  to  go  the  extra  distance  toward  budget  balance 
by  the  end  of  the  decade,  you  express  concern  about  that  in  terms 
of  what  the  political  process  will  bear.  Do  you  have  any  concerns 
that  speak  to  this  question  of  economic  contraction  and  the  growth 
rate? 

Dr.  Reischauer.  Would  a  balanced  5-  or  6-year  plan  of  deficit  re- 
duction throw  the  economy  into  the  tank?  The  answer  to  that  is  no; 
that  in  relation  to  the  size  of  the  economy,  managed  properly,  it 
probably  wouldn't.  It  would  slow  down  growth  somewhat,  but  it 
needn't  derail  continued  economic  growth. 

With  regard  to  the  balanced  budget  amendment  or  balanced 
budget  regime,  do  you  want  to  lock  yourself  in  to  a  certain  situa- 
tion? The  world  and  the  economy  are  very  uncertain.  We  don't 
know  what  is  going  to  happen  to  our  trading  partners.  We  don't 
know  whether  there  will  be  an  oil  shock  of  some  kind. 

One  of  the  advantages  of  our  existing  system  of  deciding  year  by 
year  how  much  to  spend,  is  that  we  can  take  account  of  these  kinds 
of  shifts.  In  addition,  I  would  say  that  while  the  primary  concern 
might  not  be  economic,  it  might  be  programmatic.  We  are,  as  you 
know,  going  through  considerable  pain  and  dislocation  as  we 
downsize  the  defense  establishment.  But  that  is  something  for  you, 
not  me,  to  make  judgments  about. 

Mr.  Price.  Thank  you. 

Mr.  Stenholm  [presiding!.  Mr.  Shays. 

Mr.  Shays.  Thank  you. 

Dr.  Reischauer,  there  was  a  lot  of  pressure  in  1991  for  CBO  to 
agree  with  the  administration  on  their  numbers  and  their  package. 
And  for  the  most  part,  CBO  agreed  with  them.  There  is  a  lot  of 
pressure  now  for  CBO  to  agree  to  put  off  budget  certain  employer 
mandates. 
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My  concern  is  in  the  past  case  you  had  RepubUcans  and  Demo- 
crats, but  you  still  had  the  White  House  and  Congress  agreeing  to 
the  Darman  numbers.  Now  you  have  the  White  House  and  the  ma- 
jority in  Congress  wanting  you  to  put  it  off  budget.  I  sincerely  hope 
you  don't  give  in  to  that  pressure. 

I  am  one  who  voted  for  the  1991  agreement  because  I  thought 
the  numbers  would  be  as  Darman  and  your  office  had  said,  that 
the  deficit  would  go  down  to  here.  And  I  made  a  mistake,  a  big, 
gigantic  mistake.  I  look  at  your  statement  and  you  say  that  the 
economy  is  doing  better  now  because  of  the  spending  cuts  and  the 
tax  increases. 

First  off,  we  didn't  have  spending  cuts  because  the  budget  is  still 
going  up.  We  cut  some  programs  from  their  current  services,  but 
the  budget  is  still  going  up.  And  taxes  went  up  as  well. 

My  point  and  question  to  you  is,  if  you  projected  the  deficit  at 
$253  billion,  and  now  you  are  saying  it  is  $223  billion  and  you  are 
saying  it  is  the  result  of  spending  cuts  and  tax  increases,  and  then 
we  look  at  that  $30  billion  in  difference,  and  when  we  look  at  the 
$30  billion  of  difference,  $7  billion  is  revenue  and  $23  billion  is  re- 
ductions in  spending,  of  the  reductions  in  spending,  $8  billion  is 
simply  not  bailing  out  the  depositors;  $18  billion  of  the  $23  billion. 

And  I  think  it  is  rather  disingenuous  to  say  that  somehow  we  are 
seeing  these  rosy  economic  numbers.  Would  you  reconcile  the  $30 
billion  difference,  the  $7  billion  is  revenue,  $23  is  outlays;  am  I 
right? 

Is  $18  billion  of  it  the  depositor  insurance,  not  having  to  bail  out 
the  depositors  as  much?  We  just  appropriated  more  money  than  we 
needed. 

Dr.  Reischauer.  What  fiscal  year  are  you  talking  about? 

Mr.  Shays.  I  am  talking  about  in  the  1994  fiscal  year. 

Dr.  Reischauer.  I  believe  our  difference  for  1994,  from  January 
of  1993  to 

Mr.  Shays.  September  1993,  to  January  1994,  the  deficit  projec- 
tions, in  September  1993  you  projected  deficit  to  be  $253  billion. 

Dr.  Reischauer.  I  was  doing  it  for  the  full  year. 

Mr.  Shays.  In  January  1994,  you  projected  it  would  be  $223  bil- 
lion. You  know,  you  have  the  number.  I  am  looking  at  your  first 
page  and  it  is  page  18  of  your  report.  You  said  CBO  now  projects 
that  the  Federal  Budget  Deficit  will  fall  in  its  current  fiscal  year. 

Dr.  Reischauer.  That  is  correct. 

Mr.  Shays.  Okay.  Of  that  amount,  is  $18  billion  of  it  not  having 
to  spend  as  much  on  deposit  insurance? 

Dr.  Reischauer.  That  is  correct. 

Mr.  Shays.  Okay.  I  guess  my  point  to  you  is  more  than  half 

Dr.  Reischauer.  But  remember,  our  September  estimate  of  $253 
billion  already  accounted  for  the  deficit  reduction  package  that  you 
passed. 

Mr.  Shays.  Right.  No,  I  understand  that. 

Dr.  Reischauer.  So  all  we  are  talking  about  is  what  changed 
after  the  deficit  reduction  package. 

Mr.  Shays.  No,  but  you  are  giving  credit  to  an  improved  economy 
because  of  spending  cuts  and  tax  increases.  You  started  your  state- 
ment— I  am  looking  at  this  improved  economy  in  terms  of  our  defi- 
cit. And  we  have  a  $30  billion  reduction  in  the  projected  deficit. 
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And  when  I  look  at  it,  a  certain  sum,  $23  billion,  is  we  are  spend- 
ing less.  But  of  that,  $18  billion  of  it  is  simply  that  we  appropriated 
more  than  we  should  have  for  deposit  insurance.  That  is  my  only 
point,  and  you  are  agreeing  with  it,  I  mean  with  the  $18  billion 
point. 

Dr.  Reischauer.  My  statement  had  very  little  to  do  with  the 
changes  in  policy  or  economic  forecast  that  have  been  made  be- 
tween September  and  now. 

Mr.  Shays.  Okay.  What  do  they  have  to  do  with? 

Dr.  Reischauer.  It  had  to  do  with  the  change  from  last  January 
to  this  January. 

Mr.  Shays.  Right. 

Dr.  Reischauer.  And  last  January,  when  I  testified  on  the  budg- 
et front,  the  situation  looked  terrible.  Now  it  looks  considerably 
better.  The  economy  looks  about  the  same. 

Last  January  CBO  was  projecting  modest  growth.  GEO  is  pro- 
jecting modest  growth  now.  And  I  said  the  improvement  in  the 
budget  outlook  is  caused  in  large  measure  by  the  deficit  reduction 
measures  that  you  took  this  past  summer. 

Mr.  Shays.  And  I  am  just  trying  to  see  the  connection,  because 
it  is  one  thing  to  say — the  Keynesian — the  Keynesian  model  says 
that  when  you  increase  taxes,  you  are  going  to  slow  the  growth  in 
the  economy. 

Supply-siders  say  if  you  increase  taxes,  you  are  going  to  slow  the 
growth  in  the  economy.  Moderates  say  if  you  increase  taxes,  you 
are  going  to  slow  the  growth  in  the  economy.  Even  Marx  says  if 
you  are  going  to  raise  taxes,  you  are  going  to  slow  the  growth  in 
the  economy.  All  four  have  said  that. 

When  we  put  this  tax  increase  in  we  slowed  what  could  have 
been  better  growth  in  the  economy.  People  then  say,  well,  if  you 
cut  spending,  you  are  also  going  to  slow  the  growth.  But  what  we 
are  talking  here  is  cutting  the  growth  in  spending.  Isn't  it  true  that 
the  budget's  still  going  to  go  up,  we  are  still  going  to  spend  more 
next  year  than  we  spent  this  year  and  we  are  going  to  still  spend 
more  the  year  after;  isn't  that  true? 

Dr.  Reischauer.  Yes,  that  is  true. 

Mr.  Shays.  So  the  comparison  of  spending  cuts  and  tax  in- 
creases, Republicans  aren't  saying  we  are  going  to  cut  the  absolute 
amount  of  spending,  we  want  to  slow  the  growth  in  spending,  and 
we  still  think  that  allows  for  economic  growth.  I  am  having  a  hard 
time  understanding  how  increasing  taxes  increases  economic 
growth.  It  is  just  going  right  through  me. 

Dr.  Reischauer.  I  am  not  arguing  here  that  the  tax  increases 
that  were  enacted  this  last  summer  have  increased  economic 
growth  in  1994. 

Mr.  Shays.  Okay,  fine. 

Dr.  Reischauer.  I  am  saying  that  our  economic  forecast  has 
changed  in  its  detail. 

Mr.  Shays.  I  must  have  misunderstood  you. 
Dr.  Reischauer.  Details  reduce  the  deficit. 

Mr.  Shays.  What  I  am  reading  is,  though,  "The  dramatic  irn- 
provement  since  January  is  largely  the  result  of  an  enactment  in 
August  of  a  major  package  of  tax  increases  and  spending  cuts."  You 
give  credit  to  that.  And  now  you  are  telling  me  you  are  not  arguing 
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that.  I  am  having  a  hard  time  reconcihng  that  statement,  I  really 
am. 

Dr.  Reisciiauer.  Where  are  you  reading? 

Mr.  Shays.  I  am  reading  your  statement,  sir. 

Dr.  Reischauer.  What  page? 

Mr.  Shays.  I  am  reading  the  very  first  page.  It  is  the  second 
paragraph  of  the  first  page.  Unless  I  was  given  last  year's — no,  this 
is  February  2,  1994.  It  says:  "The  dramatic  improvement  since  Jan- 
uary is  largely  a  result  of  the  enactment  in  August  of  a  major  pack- 
age of  tax  increases  and  spending  cuts." 

First  off,  we  haven't  cut  spending,  we  have  cut  the  growth  in 
spending.  We  haven't  cut  absolute.  And  we  had  a  significant  in- 
crease in  taxes,  and  you  are  telling  me  that  is  the  reason  why  the 
economy  is  improved.  I  am  having  a  hard  time  understanding  that. 

My  time's  up,  but  you  know  that  is  my  problem. 

Dr.  Reischauer.  That  sentence  that  you  just  read  is  describing 
the  previous  sentence,  which  was  a  discussion  of  the  budget,  not 
the  economy. 

Mr.  Shays.  Okay.  And  then  I  went  to  the  budget. 

Dr.  Reischauer.  The  previous  sentence  says,  "CBO  now  projects 
the  Federal  budget  deficit  will  fall."  And  then  it  says,  "The  dra- 
matic improvement  is  the  result  of " 

Both  of  those  sentences  refer  to  the  budget,  they  don't  have  any- 
thing to  do  with  the  economy. 

Mr.  Shays.  They  don't  have  anything  to  do  with  the  economy? 

Dr.  Reischauer.  No. 

Mr.  Shays.  Just  the  budget. 

Now,  then,  when  I  talked  to  you  about  the  budget  and  the  $30 
billion  increase — okay. 

Chairman  Sabo.  Mr.  Johnston. 

Mr.  Johnston.  Doctor,  the  ranking  member  mentioned  the  fact 
that  he  would  like  you  to  remain  intellectually  honest,  and  I  am 
using  the  Bobby  Knight  analogy,  and  I  am  sure  you  will,  unless  the 
ranking  member  happens  to  throw  a  chair  out  on  the  court  some- 
time during  the  negotiations.  As  a  cosponsor  of  the  balanced  budget 
amendment,  though,  there  is  something  I  would  like  you  to  clear 
up. 

And  I  quote  your  statement  here  today  that  I  did  not  find  in  your 
written  testimony,  and  that  is:  "Three-fifths  of  the  structural  deficit 
has  been  addressed."  That  was  your  testimony.  What  do  you  mean 
by  that? 

Dr.  Reischauer.  That  is  a  back-of-the-envelope  estimate  that 
probably  has  my  staff  cringing,  because  I  made  it  myself.  And  it 
is  me  asking  what  the  deficit  projections  look  like  before  the  1990 
agreement  was  enacted,  how  bad  did  they  look,  and  how  bad  are 
they  now,  two  deficit  reduction  packages  later — the  1990  and  the 
1993  agreement? 

Some  of  the  improvement,  obviously,  is  related  to  economic  and 
technical  factors  that  have  very  little  to  do  with  policy  changes  that 
have  occurred.  And  I  was  saying  that  you  have  made  very  substan- 
tial progress  in  reducing  the  underlying  problem. 

The  country  had  one  heck  of  an  underlying  problem  before  the 
1990   package  was  passed.  Things  might  have  looked  bad  after- 
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wards,  things  might  look  bad  still  for  many  of  you,  but  they  would 
look  a  lot  worse  if  these  two  packages  had  not  been  enacted. 

Mr.  Johnston.  But  I 

Dr.  Reischauer.  So  I  am  saying  that  what  you  have  done  has 
been  painful,  it  has  been  tough  to  do,  but  it  has  moved  the  ball  in 
the  right  direction. 

Mr.  Johnston.  Would  you  describe  the  other  two-fifths  that  we 
should  be  doing? 

Dr.  Reischauer.  Well,  the  other  two-fifths  is  the  amount  nec- 
essary to  balance  the  budget  if  you  think  that  is  a  desirable  goal. 

Mr.  Johnston.  In  other  words,  the  three-fifths  is  a  figure,  not  a 
policy?  And  again  I  quote  you:  "Three-fifths  of  the  structural  deficit 
has  been  addressed."  In  other  words,  that  is  a  figure  you  are  talk- 
ing about  and  not  policy. 

Dr.  Reischauer.  The  word  "addressed"  is  a  euphemism  for  the 
policies  that  you  have  undertaken. 

Mr.  Johnston.  Okay.  Then  where  are  the  other  two-fifths  policy 
that  we  should  undertake? 

Dr.  Reischauer.  The  other  two-fifths  is  the  remaining  deficit. 
And  how  you  choose  to  address  it  and  when  you  choose  to  address 
it  is  really  your  province,  not  mine. 

Mr.  Johnston.  Thank  you. 

Chairman  Sabo.  Mr.  Cox. 

Mr.  Cox.  Thank  you,  Mr.  Chairman. 

I  would  like  to  ask  Dr.  Reischauer  to  comment  on  a  statement 
that  is  contained  in  the  summary  to  your  report.  And  I  would  just 
like  to  draw  your  attention  to  it.  I  think  it  is  straight  up  as  far  as 
it  goes,  but  it  raises  a  question,  and  I  will  read  from  the  second 
paragraph  of  the  summary. 

It  says:  Based  on  recent  experience,  some  observers  have  doubted 
that  deficits  will  duly  decline  as  a  result  of  the  Omnibus  Budget 
Reconciliation  Act  of  1993.  After  all,  the  Omnibus  Budget  Reconcili- 
ation Act  of  1990,  which  implemented  a  multiyear  deficit  reduction 
plan  negotiated  by  President  Bush  and  congressional  leaders,  also 
significantly  improved  the  budget  outlook. 

Now  I  am  reading  from  your  report,  and  by  that,  I  take  it,  the 
text  means  improve  the  projections,  improve  the  budget  outlook. 
"Yet  despite  the  fact  that  the  increases  in  revenues  that  were  pro- 
jected and  the  cuts  in  spending  that  were  promised  were  for  the 
most  part  achieved,  the  deficit  goals  proved  elusive.  It  quickly  be- 
came evident  that  deterioration  of  the  economy,  shortfalls  in  reve- 
nues, and  unanticipated  increases  in  spending  for  mandatory  pro- 
grams. Medicare,  Medicaid,  et  cetera,  would  result  in  higher  defi- 
cits than  had  been  projected  before  the  bill's  enactment." 

Or  to  restate  it,  even  more  simply,  while  the  projections  following 
the  1990  deal  looked  good,  the  reality  that  followed  wasn't. 

The  revenue  wasn't  there,  spending  was  higher  than  was  pro- 
jected, and  the  deficit  was  therefore  worse  than  was  projected  de- 
spite what  was  in  1990  called  the  largest  deficit  reduction  package 
in  American  history.  Now  since  we  reprised  that  in  1993,  you  accu- 
rately state  in  your  summary:  "Based  on  recent  experience,  some 
observers  have  doubted  that  the  deficits  will  actually  decline  as  you 
are  projecting  they  will." 
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The  next  paragraph  in  your  summary  resolves  this  dilemma  by 
saying:  "In  contrast  to  that  experience,  in  other  words,  to  what  em- 
pirically we  observed  happened,  CBO's  current  economic  forecast 
and  estimates  of  revenues  and  spending  have  changed  very  little 
from  the  ones  it  developed  immediately  after  the  passage  of  the 
1993  Reconciliation  Act.  Projected  deficits  are  significantly  lower 
than  they  were  a  year  ago  before  the  Reconciliation  Act." 

Why  did  you  decide  to  do  that?  Why  did  you  decide  to  ignore  the 
experience  with  the  1990  Act? 

Dr.  Reischauer.  Why  did  we  decide  to  be  humble,  show  a  little 
humility,  explain  that  we  were  wrong  before? 

Mr.  Cox.  It  is  very  clear  that  you  were  wrong  before.  Last  time 
you  were  here,  I  went  through  the  numbers,  and,  you  know,  I  can 
do  so  again.  Basically,  you  know,  92  percent,  estimating  errors  and 
that  sort  of  thing. 

Dr.  Reischauer.  Immediately  after  CBO  estimated  the  1990 
package,  the  numbers  were  going  south.  The  next  time,  they  dete- 
riorated again.  Now  CBO  is  saying  it  is  one  period  beyond  its  ini- 
tial estimates  of  the  impact  and  this  time  the  numbers  haven't 
begun  to  fall  apart,  but  CBO  can  say  no  more  than  at  this  point, 
things  seem  pretty  much  the  way  they  did  immediately  after  the 
passage  of  that  deficit  reduction  package. 

Mr.  Cox.  Well,  largely,  I  suspect,  because  we  are  about  to  see  the 
real  world  effect  of  that  package.  The  tax  revenue  that  we  gen- 
erated for  fiscal  year  1993  is,  of  course,  retroactive  tax  revenue. 

Those  of  us  who  have  been  urging  upon  you  a  dynamic  econo- 
metric forecasting  model  that  takes  into  account  changes  in  behav- 
ior from  increased  tax  rates,  have  been  chastened  because  you 
found  a  way  to  make  the  static  econometric  model  work.  A  retro- 
active tax  increase  does  produce  higher  revenues  and  people  do  not 
change  their  behavior,  because  it  is  too  late.  And  for  that  reason, 
I  am  not  surprised  that  fiscal  year  1993  didn't  fall  apart.  1994  is 
a  different  story,  and  we  are  entering  upon  it. 

My  question  is  simply  since  you  projected  declining  deficits  as  a 
result  of  the  same  sort  of  tax  increase  package  in  1990,  and  you 
were  wrong,  and  you  point  out  that  you  were  wrong,  and  people 
said  you  were  wrong,  and  then  people  you  say  you  are  also  wrong 
about  this  one,  why  did  you  decide  to  repeat  the  1990  estimating 
model  rather  than  listening  to  other  economists  like  Dr.  Feldstein 
at  Harvard,  who  tells  us  we  are  not  going  to  get  half  the  revenues 
that  you  are  projecting  out  of  these  tax  increases  because  people 
will  in  fact  change  their  behavior,  the  tax  increases  are  of  dramatic 
magnitude,  they  are  too  big  to  ignore? 

Dr.  Reischauer.  It  is  CBO's  judgment  that  we  can  explain  why 
we  were  wrong  before.  Much  of  the  reason  that  CBO  was  wrong  is 
associated  with  what  we  euphemistically  called  "technical 
reestimates." 

Just  to  provide  an  ounce  of  sympathy  for  the  estimators  at  0MB 
and  at  the  Congressional  Budget  Office,  you  have  probably  seen  the 
analysis  of  the  Medicaid  program  in  the  series  of  absolutely  excel- 
lent articles  by  Dan  Morgan  in  The  Washington  Post.  One  of  the 
articles  focused  on  part  of  the  Medicaid  program  called  the  Dis- 
proportionate Share  Program,  in  which  State  Medicaid  spending  on 
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disproportionate  share  payments  went  from  less  than  $1  bilHon  in 
1989  to  more  than  $10  billion  in  1992. 

This  was  not  foreseen  by  CBO  or  0MB.  It  was  basically  a  raid 
on  the  Treasury.  And  it  is  factors  like  that  that  make  estimating 
budget  numbers  so  difficult.  And  we  at  CBO  think  much  of  our 
error  can  be  explained  by  items  like  that. 

Mr.  Cox.  I  don't  have  all  day,  and  I  know  the  Chairman  will  at 
some  point  ask  me  to  yield  back. 

Estimating  revenues  and  expenses  for  something  as  gargantuan 
as  the  Federal  Government  is  naturally  a  hazardous  venture.  I 
guess  one  of  the  questions  that  we  always  put  to  you  is,  is  it  so 
hazardous  that  perhaps  we  shouldn't  undertake  it,  and  certainly 
not  beyond  1  year? 

We  have  intervening  congressional  elections,  presidential  elec- 
tions, and  so  on,  and  aren't  these  out-year  forecasts,  in  particular, 
not  worth  much  at  all?  But  even  the  next  year  forecasts  we  have 
had  trouble  with. 

Just  reading  from  the  record,  the  last  time  you  were  here  a  year 
ago  for  this  purpose,  here  is  what  we  went  through  at  that  time. 
In  1989,  CBO  estimated  that  the  deficit  was  going  to  be,  for  fiscal 
year  1990,  $140  billion.  It  turned  out  to  be  $269.5  billion.  That  was 
a  92  percent  error  within  the  space  of  a  year. 

In  1990,  CBO  estimated  that  the  deficit  for  fiscal  year  1991, 
which  remember,  started  just  a  few  months  after  the  report  was 
delivered,  was  going  to  be  $138  billion.  It  turned  out  to  be  $269.5 
billion.  That  was  a  95  percent  error.  These  are  rather  large  non- 
technical orders  of  magnitude. 

The  estimates  for  1992,  I  will  just  finish  the  last  recent  period, 
turned  out  to  be  respectively  115  percent,  a  115  percent  estimating 
errors.  And  what  we  heard  a  year  ago  is  that  for  fiscal  year  1993, 
the  deficit  was  going  to  be  140  percent  larger  than  you  had  esti- 
mated it  just  a  few  years  ago,  even  though  the  1989  assumptions 
that  CBO  made  about  the  economy,  that  there  would  be  higher  in- 
flation in  1993  and  a  lower  GDP,  were  adjusted  favorably.  So  now 
we  are  here  a  year  later  and  we  can  see  that,  in  fact,  as  I  sug- 
gested you  might  be  doing,  you  were  overestimating  the  deficit  in 
that  election  year. 

Now,  why  is  it  that  we  should  be  willing  to  look  beyond  1  year, 
when  even  the  1  year  errors  are,  you  know,  going  back  to  1989, 
typically  around  100  percent  errors? 

Dr.  Reischauer.  Let  me  just  say  that  you  have  chosen  a  year 
when  the  economy  approached  a  peak  in  the  business  cycle.  And 
CBO  is  no  better  than  other  economists  at  predicting  when  an  ex- 
pansion is  going  to  stop  and  turn  into  a  recession  and  the  economy 
is  going  to  contract.  When  that  occurs,  there  are  very  significant 
impacts  on  Federal  spending  and  Federal  revenues,  impacts  that 
we  obviously  didn't  include  and  that  President  George  Bush's  0MB 
did  not  include  either. 

Now,  you  are  saying,  given  how  imprecise  these  numbers  are, 
maybe  we  shouldn't  use  them  at  all. 

Mr.  Cox.  That  is  one  of  the  questions  that  we  are  left  with.  But 
rather  than  go  quite  that  far,  I  would  just  ask  whether  or  not  we 
might  not  want  to  change  the  way  we  made  these  mistakes  system- 
atically year  after  year,  and  listen  to  the  people  who  are  saying  you 
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are  overestimating  revenues  and  therefore  you  are  underestimating 
the  deficit,  because  people  will  in  fact  change  their  behavior  in  re- 
sponse to  these  higher  tax  rates  and  the  revenues  aren't  going  to 
be  there. 

Dr.  Reischauer.  As  I  pointed  out  earlier,  the  Congressional 
Budget  Office  seriously  overestimated  the  deficit  for  fiscal  year 
1993. 

Mr.  Cox.  Which  I  pointed  out  you  were  going  to  do  a  year  ago. 

Dr.  Reischauer.  Which  is  exactly  the  opposite. 

Mr.  Cox.  Which  I  pointed  out  a  year  ago,  I  just  read  from  the 
record,  you  were  about  to  do,  and  you  were  24  percent  off,  exactly 
as  we  predicted. 

Okay.  I  yield  back  to  the  Chairman. 

Chairman  Sabo.  Mr.  Frank. 

Mr.  Frank.  I  like  this  idea  of  testing  predictions,  because  we 
heard  a  lot  of  predictions  last  year  when  we  voted  on  the  budget. 
And  I,  frankly,  think  some  of  the  people  on  the  other  side  are  in 
the  position  of  the  guy  walking  around  with  the  sign  that  said, 
"The  World  is  Going  to  End  Thursday,"  and  it  is  now  Saturday 
morning,  and  they  have  a  problem  of  reconciling  that.  Because  the 
predictions  we  were  getting  last  year  when  we  were  voting  were 
that  we  would  have  immediate  disaster.  And,  in  fact,  the  economy 
has  already  significantly  outperformed  what  we  were  told. 

The  statements  of  the  Republican  leadership  were  overwhelm- 
ingly predicting  something  that  has  not  happened,  and,  in  fact, 
things  have  gotten  better. 

Let  me  ask,  what  we  are  now  told  is,  oh,  well,  but  the  disaster 
is  lurking  because  of  those  tax  increases  that  are  about  to  go  into 
effect.  And  once  they  do,  people's  behavior  will  change. 

I  have  to  ask,  is  it  your  understanding  that  the  1-plus  percent 
of  the  people  who  are  going  to  pay  higher  taxes  in  April  are  cur- 
rently unaware  of  that  fact  and  that  it  will  come  as  a  great  sur- 
prise to  them  in  April? 

Dr.  Reischauer.  Mr.  Frank,  I  think  they  were  aware  of  that  fact 
in  December  before  the  President  was  even  inaugurated,  if  one 
judges  from  the  way  they  shifted  their  income  into  that  year. 

Mr.  Frank.  So  I  would  assume,  then,  that  if  they  were  rational 
and  sophisticated,  they  would  presumably  have  been  taking  that 
into  account  in  their  spending  decisions  all  along.  That  is,  it  is 
hard  for  me  to  understand  that  we  have  these  people  who  are 
wealthy  and  the  taxes  are  going  to  go  up  in  April  and  they  are 
spending  now  with  reckless  abandon,  unaware  of  the  fact  or  ignor- 
ing the  fact  that  it  is  going  to  go  up  in  April,  and  come  April  when 
the  tax  goes  into  effect,  there  are  going  to  be  drastic  changes  in 
their  spending  patterns. 

Do  you  anticipate  when  the  taxes  go  into  effect  there  are  going 
to  be  drastic  changes  in  their  spending  patterns? 

Dr.  Reischauer.  No,  I  do  not. 

Mr.  Frank.  I  would  assume,  based  on  the  fact  they  have  known 
those  things  all  along,  you  said  certainly  for  well  over  a  year,  that 
that  wouldn't  be  happening.  There  were  some  questions  raised 
about  fiscal  1994.  We  are  now,  what,  just  entering  the  fifth  month 
of  fiscal  1994. 

Dr.  Reischauer.  That  is  correct. 
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Mr.  Frank.  So  your  projections  about  fiscal  1994  are  based  on 
pretty  good  experience  with  where  we  already  are  in  fiscal  1994? 

Dr.  Reisciiauer.  I  would  say  yes,  but  given  the  track  record  for 
1993,  CBO  has  to  be  a  little  humble. 

Mr.  Frank.  Although  there  was — but  there  were  more  significant 
policy  changes  that  intervened  after  that,  or  you  think  those  were 
irrelevant? 

Dr.  Reischauer.  They  had  very  little  impact  on  fiscal  1993  num- 
bers. 

Mr.  Frank.  You  were  chided  by  the  previous  questioner  for  not 
listening  more  to  Dr.  Feldstein,  my  college  classmate,  and  ignoring 
him  and  other  economists  by  being  too  optimistic  in  your  projec- 
tions. What  is  the  general  consensus  of  forecasting  economists  as 
compared  to  yours?  Are  you,  in  fact,  out  of  sync  with  the  great  ma- 
jority of  economists? 

Dr.  Reischauer.  No.  CBO  is  right  on  the  money  of  the  blue  chip 
consensus.  I  would  also  say  that  CBO  has  a  very  distinguished 
panel  of  economic  advisers  that  we  bring  in  twice  a  year  to  exam- 
ine our  preliminary  forecasts  and  to  make  suggestions.  That  group 
has  a  lot  of  different  perspectives. 

The  one  thing  they  have  in  common  is  excellence.  Dr.  Martin 
Feldstein  is  a  member  of  that  panel.  CBO  receives  his  advice  and 
his  suggestions,  as  it  does  from  the  other  15-odd  economists  on  that 
panel. 

Mr.  Frank.  One  of  the  other  things  we  were  told  last  year  was 
that  the  budget  package  we  were  adopting  would  not  in  fact  re- 
strain the  rate  of  spending,  and  there  was  a  prediction  that  the  tax 
increases,  that  the  increased  revenue  that  might  come  in  the  short 
term  from  tax  increases  before  people  realized  they  were  being 
taxed,  apparently  at  some  point  they  will  have  this  revelation  and 
stop  spending  money,  but  the  argument  was  that  during  that  pe- 
riod when  tax  increases  produced  additional  revenues,  they  would 
go  to  support  additional  spending  and  would  not  account  for  any 
reduction  in  the  deficit. 

What  has  the  experience  been  with  regard  to  what  has  happened 
to  the  additional  tax  revenues? 

Dr.  Reischauer.  That  is  really  impossible  to  tell,  but  CBO  has 
assumed  in  its  economic  forecasts  that  a  substantial  share  of  the 
increased  taxes  on  upper-income  individuals  has  come  out  of  saving 
and  not  out  of  consumption. 

Mr.  Frank.  Well,  I  am  also  talking  about  the  Federal 

Dr.  Reischauer.  They  will  adjust. 

Mr.  Frank.  In  terms  of  the  Federal  budget. 

Dr.  Reischauer.  The  Federal  budget  has  been  quite  effectively 
constrained  by  the  procedures  that  were  put  in  place  in  1990  and 
reinforced  in  1993;  that  is,  you  have  pay-as-you-go  rules  and  discre- 
tionary spending  caps  to  which  you  adhere. 

Mr.  Frank.  Within  the  Federal  Government,  the  increased  reve- 
nues that  have  come  from  higher  taxes  and  that  are  projected  to 
come  from  higher  taxes,  are  in  fact  going  overwhelmingly  towards 
deficit  reduction.  Is  there  anything  that  you  can  see  over  the  next 
couple  years  that  will  change  that  if  we  don't  increase — if  we  don't 
take  the  caps  off?  If  we  leave  the  spending  caps  that  are  now  there 
in  place. 
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Dr.  Reischauer.  If  you  maintain  the  pay-as-you-go  restraint  and 
the  discretionary  spending  caps,  I  see  no  chance  of  the  deficit  get- 
ting out  of  hand. 

Mr.  Frank.  So  the  revenue  will  continue  to  go  for  deficit  reduc- 
tion? 

Dr.  Reischauer.  It  will  all  go  for  deficit  reduction. 

Mr.  Frank.  Well,  we  have  got  to  the  specific  protections  and  I 
think  we  have  to  wait  and  see.  And  we  will  know  that  fairly  soon, 
and  it  will  depend  on  what  happens  in  April. 

Thank  you,  Mr.  Chairman. 

Chairman  Sabo.  Mr.  Allard. 

Mr.  Allard.  One  of  my  colleagues  earlier  in  a  question  brought 
up  the  issue  of  the  President's  request  from  CBO  to  make  an  anal- 
ysis on  whether  his  health  plan  should  be  considered  on-budget  or 
off-budget.  You  said  at  this  particular  point  in  time,  you  didn't 
want  to  discuss  that  decision  and  I  respect  that.  But  in  further 
elaborating  on  your  comments,  it  sounded  to  me  like  you  were 
thinking  of  the  health  alliances  as  something  outside  government. 

Are  you  thinking  of  them  as  government  entities  or  as  something 
out  beyond  government? 

Dr.  Reischauer.  You  are  asking  the  same  question  in  a  different 
way 

Mr.  Allard.  Well,  yes. 

Dr.  Reischauer.  [continuing!  and  I  am  not  going  to  answer  it. 
I  was  not  describing  how  I  viewed  or  did  not  view  these.  I  was  de- 
scribing how  the  administration 

Mr.  Allard.  Let  me  interrupt  you  just  a  little  bit.  You  made  a 
reference  to  them,  that  they  were  somewhat  like  GSEs,  the  Gov- 
ernment Sponsored  Enterprises.  And  to  me  there  is  a  big  dif- 
ference. 

Dr.  Reischauer.  I  said  that  was  the  administration's  view.  Un- 
less I  made  a  misstatement,  I  did  not  say  how  I  viewed  or  did  not 
view  these  entities. 

Mr.  Allard.  I  see,  okay.  Well,  I  guess  I  misunderstood  you,  be- 
cause I  thought  that  you  were  expressing  your  feelings  on  that  par- 
ticular issue.  I  would  hope  that  you  would  look  very  closely  at  the 
issue.  I  believe  that  the  wrong  decision  on  this  issue  will  severely 
damage  the  creditability  of  the  Congress  as  well  as  the  CBO.  And 
that  is  why  I  have  chosen  to  make  a  strong  statement.  Today  I  will 
be  introducing  a  resolution  that  has  more  than  111  cosponsors  stat- 
ing that  health  care  reform  should  be  on-budget. 

I  think  there  is  a  lot  of  strong  support  for  this  within  the  Con- 
gress and  among  the  American  people.  And  I  think  this  is  an  ex- 
tremely important  issue  if  we  want  to  have  credibility  in  the  budg- 
eting process  where  we  have  annually,  this  committee  and  Mem- 
bers of  Congress,  to  look  at  what  is  happening  as  far  as  spending 
in  health  care.  What  is  happening  as  far  as  generating  revenues 
and  keeping  them  on  budget,  I  think,  is  a  vital  part  of  that. 

So  I  wanted  to  put  in  my  two  bits  to  urge  you  to  look  at  some 
of  the  precedents — you  will  be  getting  a  letter  from  Members  on 
the  Republican  side  of  this  Budget  Committee,  on  why  we  ought  to 
keep  this  on  budget.  And  I  hope  that  you  look  at  some  of  the  prece- 
dents that  we  have  mentioned  in  that. 
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And  I  hope — and  I  would  like  to  get  feedback  from  you  in  review- 
ing your  decision,  what  kind  of  precedents  that  you  may  be  looking 
at  in  your  decision.  Could  you  share  any  of  those  with  me  and  the 
committee? 

Dr.  Reischauer.  I  will  certainly  be  interested  in  seeing  your  let- 
ter and  the  arguments  that  are  contained  in  it. 

Mr.  Allard.  Okay.  Now  let  me  get  to  another  thing  on  health 
care  and  come  at  it  just  a  little  bit  differently.  But  I  think  the  an- 
swer and  our  continued  discussion  on  this  is  important. 

In  your  earlier  answer  to  the  Chairman,  you  mentioned  that  the 
President's  health  reform  would  bring  down  medical  costs  and  put 
an  end  to  Medicare  cost  increases.  Now,  a  Democrat  colleague  of 
mine  from  Colorado,  in  response  to  my  call  for  you  to  put  health 
care  reform  on  budget,  said,  and  I  quote:  "Putting  the  health  care 
reform  on  budget  would  kill  it." 

In  light  of  your  policy  analysis  on  the  effect  of  the  plan,  how 
could  you  or  the  administration  possibly  object  to  placing  health 
care  mandates  on-budget  where  the  costs  will  be  subject  to  annual 
review? 

Dr.  Reischauer.  You  are  asking  me  that  question? 

Mr.  Allard.  Yes. 

Dr.  Reischauer.  Isn't  this  the  same  question  that  I  have  already 
said  I  wouldn't  answer? 

Mr.  Allard.  I  would  like  to  have  your  view  on  our  budget  proc- 
ess and  how  the  proposed  health  care  plans  will  have  an  impact 
on  our  budget  for  1995.  We  are  beginning  to  set  the  stage  for  that 
discussion. 

I  would  like  to  have  some  of  your  input  as  to  how  you  think  that 
is  going  to  have  an  impact  on  our  budget. 

Dr.  Reischauer.  In  1995,  irrespective  of  the  views  about  health 
care  reform,  very  little  impact  would  be  felt  simply  because  the 
program  largely  begins  phasing  in  in  1996. 

Mr.  Allard.  Okay.  Well,  aren't  we  beginning  to  set  the  stage 
today,  though,  in  our  discussions,  about  what  the  budget's  going  to 
look  like  in  1995,  for  the  next  5  years? 

And  how  do  you  see  the  health  care  proposals — let  me  phrase  it 
this  way;  right  now  health  care  is  a  budget  item. 

Dr.  Reischauer.  A  big  chunk  of  health  care.  Medicare,  Medicaid. 

Mr.  Allard.  Exactly. 

Dr.  Reischauer.  Public  Health  Service,  the  National  Institutes 
of  Health. 

Mr.  Allard.  Do  you  see  it  continuing  to  be  a  big  part  of  our 
budget? 

Dr.  Reischauer.  Certainly  the  health  programs  that  are  in  the 
budget  would  remain  in  the  budget  under  the  Clinton  proposal. 

Mr.  Allard.  Including  Medicaid? 

Dr.  Reischauer.  Certainly,  the  Federal  share  of  Medicaid  would 
be  in  the  budget,  as  it  is  now. 

Mr.  Allard.  Isn't  there  an  effort  to  bring  Medicaid  in  under  the 
alliances? 

Dr.  Reischauer.  Yes.  But  the  alliances  are  established,  and  for 
every  cash  assistance  recipient,  they  would  get  a  payment  from  the 
State  that  would  be  equivalent  to  95  percent  of  what  is  now  paid 
for  those  individuals.  The  Federal  Government  would  continue  to 
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pay  its  share  of  the  amount  that  the  State  gave  to  the  alhances. 
The  amount  that  the  Federal  Government  gave  to  the  State  to  pay 
to  the  alhances  would  continue  to  be  in  the  Federal  budget,  as  it 
is  today. 

Mr.  Allard.  So  you  would  see  the  alliance  board  reviewing  these 
budgets,  setting  revenues  and  expenditures.  In  addition  to  that, 
you  would  see  that  Medicaid  would  remain  a  part  of  this  budget, 
of  our  budget  deliberations? 

Dr.  Reischauer.  Yes. 

Mr.  Allard.  Would  there  be  a  double  accounting? 

Dr.  Reischauer.  There  would  be  a  Medicaid  program  under  the 
President's  proposal.  That  program  would  cover  cash  assistance  re- 
cipients. It  would  be  a  grant  program  much  like  the  one  we  have 
now.  The  amount  of  the  grants  to  the  State  government,  to  the  alli- 
ances, would  still  be  in  the  Federal  budget. 

In  addition,  there  will  be  a  residual  program  to  provide  cash  as- 
sistance recipients  and  certain  other  people  now  eligible  for  Medic- 
aid with  what  are  called  "wrap-around  benefits,"  benefits  that  are 
not  provided  by  the  standard  package  in  the  President's  plan.  And 
that  would  be  in  the  Federal  budget  as  well. 

Mr.  Allard.  I  see  that  my  time  has  run  out,  but  I  think  this  dis- 
cussion here  just  points  out  how  complicated  this  whole  issue  is 
and  how  intertwined  these  budgets  can  become.  I  just  make  the 
point  again,  because  of  that.  I  think  it  is  absolutely  imperative  that 
the  Congress  be  able  to  continue  to  review  the  health  care  plan 
budgets  and  that  they  be  on-budget,  because  of  the  tremendous 
amount  of  dollars  that  we  are  talking  about. 

I  have  heard  estimates  as  high  as  $350  to  $400  billion  a  year, 
for  the  mandates  that  are  in  the  program.  We  also  need  to  clearly 
understand  how  programs  like  Medicaid  are  going  to  intertwine 
with  the  budgeting  that  is  set  up  for  the  alliances. 

Thank  you,  Mr.  Chairman. 

[The  prepared  statement  of  Hon.  Wayne  Allard  follows:] 

Prepared  Statement  of  Hon.  Wayne  Allard,  a  Representative  in  Congress 

FROM  THE  State  of  Colorado 

Mr.  Reischauer,  I  want  to  welcome  you  here  and  say  that  I  look  forward  to  your 
testimony  on  CBO's  economic  forecast  for  the  next  several  years. 

I  want  to  make  one  observation — the  numbers  you  are  presenting  are  interesting, 
but  frankly,  they  change  radically  every  six  months.  I  have  concluded  that  these 
projections  into  out  years  don't  tell  us  much.  They  allow  one  political  faction  to 
make  claims  that  support  their  beliefs,  but  that  is  about  it. 

The  one  thing  that  I  do  know  is  that  Congress  and  this  administration  is  continu- 
ing to  pile  new  taxes,  new  spending,  and  massive  red-tape  on  our  economy.  As  long 
as  this  continues  we  will  never  create  the  level  of  jobs  that  the  American  people 
are  used  to  and  deserve. 

However,  I  have  something  else  on  my  mind  today  that  I  hope  you  will  address. 
That  is  whether  CBO  will  recommend  that  the  administration's  health  care  pro- 
posal— what  would  be  the  largest  expansion  of  entitlement  spending  in  U.S.  his- 
tory— can  somehow  be  categorized  as  non-budget. 

The  plan  contains  mandated  payroll  taxes  and  spending  by  health  alliances  that 
are  clearly  governmental  entities. 

While  the  final  decision  on  this  issue  will  have  to  be  made  by  Congress,  CBO's 
recommendation  will  influence  that  decision. 

Two  months  ago  when  I  learned  that  CBO  might  recommend  non-budget  treat- 
ment I  was  puzzled,  this  made  no  sense  to  me.  And  as  I  discussed  it  with  my  con- 
stituents during  the  recess  I  found  that  it  made  no  sense  to  them. 
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To  them  government  is  government,  and  taxes  are  taxes,  the  federal  budget  is  a 
document  that  should  be  an  accurate  reflection  of  the  share  of  our  nation's  resources 
controlled  by  the  federal  government. 

When  I  look  at  the  current  on-budget  treatment  of  the  United  Mine  Workers  Ben- 
efit Funds,  the  Federal  Unemployment  Trust  Fund,  the  Postal  Service,  and  Social 
Security,  I  can  see  no  rationale  for  treating  health  care  mandates  in  a  non-budget 
manner. 

I  believe  that  the  wrong  decision  on  this  issue  will  severely  damage  the  credibility 
of  the  CBO  and  the  Congress  of  the  United  States. 

That  is  why  I  chose  to  make  a  strong  statement.  Today,  Representative  Tim 
Penny  will  join  me  and  111  original  cosponsors  in  introducing  a  bipartisan  resolu- 
tion stating  that  all  Federal  Government  mandated  health  care  reform  should  be 
on-budget.  Companion  legislation  is  being  introduced  in  the  Senate  today  as  well. 

You  will  also  be  receiving  today  a  letter  from  the  Republican  members  of  this 
committee  expressing  our  united  support  for  on-budget  treatment. 

I  hope  you  will  take  this  as  an  indication  of  the  strong  feelings  of  a  large  portion 
of  this  Congress  and  of  the  American  people. 

I  am  very  confident  that  our  numbers  will  grow  dramatically  if  CBO  recommends 
against  on-budget  treatment.  We  will  fight  for  truth  in  budgeting  every  step  of  the 
way. 

Regardless  of  what  health  plan  this  Congress  decides  on,  the  job  of  this  Commit- 
tee is  to  ensure  that  that  decision  is  reflected  honestly  in  the  Federal  budget. 

Chairman  Sabo.  Let  me  comment,  because  I  am  confused  by  the 
most  recent  questioning. 

It  is  obvious  to  me  there  are  certain  items  that  clearly  are  on  the 
Federal  budget.  Any  direct  Federal  expenditures  where  we  share 
costs,  either  with  individuals  or  with  businesses,  clearly  are  on  the 
budget.  I  don't  think  that  has  been  in  dispute — that  has  never  been 
a  quarrel. 

Mr.  Allard.  And  you  think  they  ought  to  continue  to  be  on  the 
budget? 

Chairman  Sabo.  That  is  direct  expenditures,  absolutely.  On  the 
other  hand 

Mr.  Allard.  And  the  health  alliances  would  be  direct  expendi- 
tures? 

Chairman  Sabo.  No.  There  are  certain  payments  to  alliances 
clearly  are  part  of  our  budget.  There  are  others  which,  in  my  judg- 
ment, clearly  are  not.  The  premiums  paid  by  employers  or  paid  by 
individuals,  self-employed  individuals,  to  that  alliance  or  whatever 
it  is  called,  clearly,  are  not  Federal  expenditures  in  my  judgment. 

Mr.  Allard.  Well,  you  see,  that  is  where  you  and  I  disagree,  Mr. 
Chairman. 

Chairman  Sabo.  Okay,  but  that  is  the  heart  of  the  issue.  It  is 
clear  that  those  expenditures  that  we  make  directly  in  behalf  of  in- 
dividuals, like  Medicare  and  Medicaid  today,  or  any  reduction  in 
those  programs  to  fund  other  cost-sharing  either  with  individuals 
or  businesses  that  are  directly  from  Federal  Government,  clearly 
are  on  budget. 

But  to  all  of  a  sudden  start  saying  that  what  are  today  private 
health  insurance  premiums  now  are  part  of  the  Federal  budget, 
that  makes  no  sense  to  me. 

Mr.  Allard.  Well,  but  Mr.  Chairman,  these  alliances  are  making 
payments  that  support  the  health  care  of  these  individuals.  These 
are  taxes  or  premiums  that  have  been  forced  on  individuals  and 
businesses. 

It  is  much  like  the  same  way  we  handled  the  United  Mine  Work- 
ers of  America  that  we  just  passed  last  session,  and  also  if  you  look 
at  the  Federal  Unemployment  Trust  Fund,  that  also  remains  on 
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budget,  we  have  mandated  expenditures,  and  we  have  mandated 
revenues  that  go  with  that. 

Chairman  Sabo.  I  use  an  example  for  the  gentleman,  in  our 
State  we  have  mandated  auto  insurance.  My  premiums  aren't  con- 
sidered part  of  our  State  budget,  you  know,  but  that  is  a  judgment 
Dr.  Reischauer  and  others  are  going  to  have  to  make. 

But  there  is  clear  distinction  between  what  are  clearly  direct 
Federal  expenditures  and  others  which  clearly  are  private  insur- 
ance premiums  paid  to  today  and  will  be  continued  to  pay  in  the 
future.  In  my  judgment,  to  include  those  as  part  of  the  Federal 
budget  is  stretching  reality  to  a  substantial  degree. 

But  let  me  ask  one  question  that  is  on  a  different  subject.  As  you 
project  forward,  clearly  one  of  the  things  that  is  going  to  happen 
is  that  in  both  DOD  and  in  civilian  employment,  we  were  signifi- 
cantly reducing  personnel. 

Do  you  project  any  impact  from  that  on  our  retirement  programs 
in  out-year  costs  at  this  point?  Or  is  the  impact  of  that  further  out 
than  5  and  10  years? 

Dr.  Reischauer.  Certainly  if  you  adopted  an  early  buyout  type 
of  legislation,  it  would  have  an  impact  on  the  retirement  programs. 
There  is  obviously  a  reduction  in  the  size  of  government  that  comes 
about  from  staying' within  the  caps  that  have  been  imposed  on  you 
and  personnel  spending 

Chairman  Sabo.  No,  I  am  not  thinking  about  discretionary  ex- 
penditures, I  am  thinking  more  about  retirement  payments  and 
those  impacts  I  expect  probably  are  more  long  term  than  imme- 
diate. 

Dr.  Reischauer.  The  answer  is  that  CBO  does  not  adjust  its 
baseline  for  Civil  Service  Retirement  for  a  reduction  in  the  size  of 
the  Federal  payroll,  largely  because  we  are  not  sure  how  large  that 
reduction  will  be. 

There  has  been  discussion  of  reducing  the  size  of  the  Federal 
payroll  by  252,000  people  over  a  certain  number  of  years,  but  this 
is  not  locked  in  place  by  existing  law  at  this  point. 

Chairman  Sabo.  The  reduction  in  military  retirees  or  in  military 
active  duty,  I  think  we  dropped  500,000,  something  like  that. 
Clearly,  that  has  impact  on  retirement  benefits  at  some  point,  but 
it  may  be  more  long  term. 

Dr.  Reischauer.  Most  of  it  is  beyond  the  5-year  window  for 
which  CBO  is  doing  precise  estimates  of  the  budget  for  you. 

Chairman  Sabo.  Mr.  Miller. 

Mr.  Miller.  Thank  you,  Mr.  Chairman. 

In  your  introductory  comments,  you  stated  there  were  four  rea- 
sons why  the  deficit  is  better.  One  was  deposit  insurance  issue; 
Medicare/Medicaid  costs  are  lower  than  you  projected;  interest 
rates  are  lower,  and  I  forget  the  fourth  one. 

Dr.  Reischauer.  Inflation.  This  is  why  the  deficit  looks  a  little 
better — $20  billion  or  $30  billion  better  now  than  it  looked  in  Sep- 
tember. In  September  I  told  you  it  looked  a  lot  better  because  of 
the  deficit  reduction  package  that  you  had  passed. 

Some  of  the  reason  is  because  CBO's  forecasts  for  inflation  are 
down  a  little.  More  important,  the  inflation  that  occurred  during 
last  year  was  less  than  we  thought  and  so  the  cost-of-living  adjust- 
ment (COLA)  increases  for  benefit  programs  saved   money.   The 
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amount  by  which  we  index  the  tax  thresholds  and  brackets  are  re- 
duced. That  was  the  fourth  component.  Then,  as  you  said,  interest 
rates  was  another. 

Mr.  Miller.  On  the  Medicare/Medicaid  issue,  is  that  because  of 
actions  of  the  government  or  the  fact  that  the  inflation  rate,  I  mean 
the  growth  of  health  care  spending  has  dropped  to  like  5  percent? 

Dr.  Reischauer.  Medicaid  and  Medicare  Part  B  spending  for 
1993  came  in  below  what  CBO  thought  they  would.  And  so  GEO 
has  lowered  its  projections  for  the  future,  based  on  its 
misprojection  of  fiscal  year  1993  and  also  to  take  account  of  the 
fact  that  medical  price  inflation  seems  to  be  coming  down  and  the 
compensation  paid  to  health  care  workers,  is  now  rising  no  faster 
than  pay  in  other  walks  of  life.  So  lots  of  factors  have  come  into 
play. 

Mr.  Miller.  So  the  Medicare/Medicaid  adjustments,  the  better 
projections,  is  to  a  large  extent  because  of  the  reduction  in  the 
growth  of  health  care  spending,  or  is  it  because  of  budget  policy 
changes? 

Dr.  Reischauer.  CBO  included  in  its  September  numbers  the  ac- 
tions that  you  took  on  the  budget  front.  These  numbers  are,  by  and 
large,  over  and  beyond  those  effects.  In  January  1992,  the  Congress 
changed  the  mechanism  for  reimbursing  physicians.  And  that 
seems  to  have  led  to  a  much  sharper  slowdown  in  Medicare  pay- 
ments for  physician  services  Part  B  than  either  CBO  or  0MB  pro- 
jected. CBO  has  taken  that  into  account. 

Mr.  Miller.  Okay.  Well,  I  was  trying  to  follow  back  to  the  para- 
graph that  Mr.  Shays  asked  about,  giving  all  the  credit  to  the  tax 
package,  the  Budget  Reconciliation  Bill  that  was  passed  last  Au- 
gust. What  you  are  saying  is  the  difference  is  between  the  January 
forecast  and  the  September  forecast? 

Dr.  Reischauer.  Yes.  Those  sentences  say  since  last  January. 

Mr.  Miller.  Yes,  right.  But  the  improvements  since  then  have 
nothing  to  do  with  that  issue,  the  Budget  Reconciliation  Bill?  Or 
very  little  to  do  with  it. 

Dr.  Reischauer.  The  difference  between  CBO's  January  and 
September  projections  contained  large  savings  attributable  to  pol- 
icy, because  you  enacted  a  very  comprehensive  deficit  reduction 
package  in  August  CBO's  September  projections  compared  with  our 
January  1994  projections,  involve  no  substantial  legislative 
changes  because  you  didn't  enact  a  lot  of  legislation  that  affected 
the  budget  in  the  closing  months  of  the  first  session  of  the  Con- 
gress. 

Mr.  Miller.  Those  four  areas  that  improved  the  projection  since 
last  September,  also  impacted  what  your  number  was  back  in  Jan- 
uary, too,  I  assume.  I  mean,  not  just  the  budget.  I  just 

Dr.  Reischauer.  Oh,  no.  There  were  changes  between  January 
and  September  that  had  nothing  to  do  with  legislation.  If  I  remem- 
ber correctly,  those  included  some  technical  and  economic  lowering 
of  the  medical  costs  as  well  as  the  legislation. 

Mr.  Miller.  I  know.  The  claim  that  it  is  largely  the  result  of  the 
Budget  Reconciliation  Act  of  last  August  solving  all  of  our  problems 
on  the  budget  deficit,  sounds  awfully  political  when  there^  are  so 
many  other  factors,  from  the  deposit  insurance,  which  I  don't  think 
was   directly   affected,   and  the   increase   in   health   care   inflation 
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rate — the  interest  rate  being  low  and  inflation  being  low — all  have 
a  very  significant  impact.  The  impact  to  the  budget  is  really  a  tax 
increase  rather  than  any  spending  cuts  from  the  last  one. 

Let  me  go  on  to  another  question  before  my  time  runs  out.  And 
this  goes  back  to  what  Mr.  Stenholm  was  talking  about.  We  keep 
coming  back  to  is  your  ability  to  project.  And  Mr.  Kasich  brought 
up  the  same  question.  And  when  we  start  talking  about  a  major 
new  entitlement  like  health  care,  I  am  down  right  scared.  It  is  the 
illustration  you  used  about  Mr.  Waxman  on  the  disproportionate 
share  numbers.  Illustration  after  illustration,  the  projections  are 
not  highly  reliable  and  when  you  create  an  entitlement.  I  am  just 
really  scared  of  these  numbers.  And  you  can  go  back  to  the  cata- 
strophic insurance  estimates  originally  and  they  had  to  be  ad- 
justed, or  the  current  projection  on  Medicare,  Medicaid  costs. 

How  can  we  rely  on  them?  How  do  you  gain  the  confidence  of 
Congress  and  the  American  people  that  the  numbers,  when  we  are 
going  to  vote  on  something  coming  up,  that  you  can  do  that,  when 
you  can't  project  the  deficit  very  accurately  from  year  to  year? 

Dr.  Reischauer.  Nothing  I  say  on  that  front  is  going  to  make 
you  sleep  easier.  There  has  never  been  a  proposal  more  difficult  to 
estimate  than  the  President's  health  care  reform. 

If  you  were  to  move  to  any  of  the  alternatives — Cooper-Breaux, 
Chafee — any  of  the  major  restructurings  of  our  health  care  system, 
the  numbers  that  CBO,  the  administration  provides,  and  outside 
experts  provide,  will  have  a  huge  range  of  uncertainty. 

It  is  relatively  easy  for  CBO  to  forecast  incremental  changes  in 
existing  programs,  tax  programs,  spending  programs.  It  is  harder 
for  CBO  to  estimate  the  impacts  of  programs  that  have  never  ex- 
isted before,  but  are  similar  to  current  programs.  It  is  very  difficult 
to  estimate  programs  that  would  fundamentally  change  the  struc- 
ture of  a  sector  of  the  U.S.  economy. 

Mr.  Miller.  That  makes  it  very  scary,  the  whole  idea  of  approv- 
ing a  massive  overhaul  of  a  system,  when  a  little  thing  like  dis- 
proportionate share  goes  out  of  hand  or  whether  you  go  back  to  the 
Dallas  program.  Program  after  program,  especially  health  care. 
Isn't  health  care  harder  to  historically  project  forward  back  from 
the  1970's  and  1980's,  as  far  as  when  changes  have  been  enacted? 

Dr.  Reischauer.  I  haven't  examined  that  question,  but  my  gut 
feeling  is  that  you  are  correct. 

Mr.  Miller.  Okay.  I  think  my  time  is  up. 

Thank  you  very  much. 

Chairman  Sabo.  Dr.  Smith. 

Mr.  Cox.  Mr.  Chairman,  if  Mr.  Smith  will  yield  for  a  moment, 
I  want  to  thank  him  for  allowing  the  time  to  permit  each  member 
the  opportunity  to  ask  questions.  That  necessarily  places  a  limit  on 
the  amount  of  time  any  of  us  can  have  and  I  don't  wish  to  take 
any  more  time,  but  I  wonder  if  I  could  ask  the  Chair's  permission 
and  ask  Dr.  Reischauer  if  I  could  submit  written  questions  that  he 
might  have  the  staff  respond  to. 

Dr.  Reischauer.  We  will  be  happy  to  answer  any  questions  that 
any  member  of  the  committee  submits. 

Mr.  Cox.  Thank  you,  and  I  thank  the  Chairman. 

[The  information  follows:] 
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Question:  You're  taking  the  position  that  you  won't  discuss  the  status  of  your 
thinking  on  scoring  the  CHnton  Health  Plan  "on"  or  "off"  the  Budget.  Have  you,  or 
has  CBO,  discussed  this  with  the  Clinton  Administration?  Why  not  with  the  Budget 
Committee? 

Answer:  Over  the  course  of  the  past  four  months  I  have  participated  in  three 
meetings  with  Majority  leadership  staff  at  which  representatives  of  the  Administra- 
tion were  present.  Two  of  these  meetings  took  place  before  the  Administration  re- 
leased the  legislative  language  for  its  proposal.  The  Administration  representatives 
were  Alice  Rivlin,  Deputy  Director  of  (DMB  and  White  House  Health  Policy  czar  Ira 
Magaziner.  The  meetings  discussed  the  general  principles  of  scoring  health  care  leg- 
islation. The  Administration  presented  its  views  on  how  it  thought  its  proposal 
should  be  treated  in  the  budget. 

When  I  met  with  the  House  Republican  leadership  on  December  7,  1993,  I  told 
them  about  these  meetings  and  indicated  my  willingness  to  discuss  these  issues 
with  any  Member  of  Congress  or  Congressional  staff  person. 

We  have  met  with  majority  and  minority  staff  of  the  House  and  Senate  Budget 
Committees  and  with  staff  of  other  committees.  We  had  a  long  and  thorough  meet- 
ing with  the  minority  staff  of  the  House  Budget  Committee  on  December  8,  1993. 

Various  Senators  and  Members  of  the  House  from  both  parties  also  have  dis- 
cussed their  views  on  this  important  issue  with  me.  I  would  be  happy  to  discuss 
this  issue  with  you. 

Question:  If  you  can't  talk  now,  will  you  discuss  it  after  your  anticipated  an- 
nouncement next  week?  Will  Congress  learn  of  your  decision  preliminarily?  Or  will 
it  be  final? 

Answer:  When  I  testify,  CBO  will  issue  an  analysis  of  the  President's  health  care 
reform  proposal.  As  currently  structured,  that  report  will  deal  with  the  issue  of  the 
budgetary  treatment  of  the  plan.  CBO's  assessment  of  this  matter  is  advisory  only. 
Under  the  Budget  Act,  the  Committees  on  the  Budget  determine  how  this  matter 
will  be  treated  when  the  Congress  takes  up  health  care  reform  legislation. 

Question:  Should  Congressional  staff  (i.e.,  CBO)  work  privately  with  the  Clinton 
Administration  but  not  with  Congress  to  decide  a  $1  trillion  budget  issue  like  this? 

Answer:  The  Congressional  Budget  Office  staff  should  not  work  privately  with  the 
Clinton  Administrations  to  decide  a  scoring  issue  and  we  have  not.  We  have  not  met 
separately  with  Administration  representatives  as  the  response  to  question  1  indi- 
cates. However,  if  representatives  of  the  Clinton  Administration  had  desired  to  ex- 
plain their  position  to  us  in  private,  we  would  not  deny  them  this  opportunity,  just 
as  we  did  not  proscribe  meetings  between  members  of  the  CBO  staff  and  Represent- 
atives of  the  Bush  and  Reagan  Administrations. 

Mr.  Smith  of  Michigan.  Since  I  didn't  yield,  can  I  start  my 
time,  Mr.  Chairman? 

Chairman  Sabo.  Okay. 

Mr.  Smith  of  Michigan.  Just  a  quick  comment  on  health  care. 
I  hope  the  new  goal  of  Congress  is  to  consider  what  we  do  and  the 
effects  of  those  actions  on  the  economy  and  on  jobs.  And  so  on  the 
question  of  whether  health  care  should  be  on  or  off  budget,  I  hope, 
although  I  know  you  are  under  a  lot  of  pressure  to  keep  it  off  of 
budget,  that  health  care  reform  will  be  on  budget.  If  we  are  going 
to  mandate  a  payroll  tax  for  health  care,  it  seems  reasonable  for 
us  to  consider  the  effects  that  it  is  going  to  have  on  economic  ex- 
pansion and  jobs  and  especially  small  business.  So  even  if  you  de- 
cide technically  not  to  have  it  on  budget,  I  hope  there  can  be  a  sep- 
arate analysis  showing  how  it  would  affect  spending  and  revenues 
as  if  it  was  on  budget. 

I  don't  want  to  use  my  5  minutes  up  getting  your  reaction,  but 
consider  it. 

Dr.  Reischauer.  I  will  give  you  a  30-second  reaction.  One  of  the 
dimensions  that  CBO  is  examining  is  the  impact  of  health  care  re- 
form on  the  economy,  period. 

Mr.  Smith  of  Michigan.  Okay,  great. 
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Earlier  you  commented  that  you  take  into  consideration  projec- 
tions. Let  me  ask  you  a  question  in  hindsight  on  the  stimulus  pack- 
age. 

Do  you  think  the  Congress  made  the  right  decision  not  passing 
that  $16  to  $19  billion  stimulus  package  and  not  borrowing  that 
money  to  add  to  the  deficit,  because  as  it  turned  out  the  economy 
has  tended  to  recover  without  it? 

Dr.  Reischauer.  I  don't  want  to  second-guess  the  Congress  or 
pass  a  judgment  on  your  decisions. 

Mr.  Smith  of  Michigan.  Okay.  Let  me  get  into  another  area 
then,  because  you  sort  of  bunched  spending  cuts  together  with  tax 
increases  in  your  rule-of-thumb  estimate.  You  said  that  it  has  a  de- 
pressing effect  on  the  economy,  I  think  you  said  three-tenths  or 
something. 

Let's  separate  those  for  a  minute.  I  am  looking  at  what  this  Con- 
gress has  done  in  terms  of  increasing  taxes  in  the  last  several 
years.  And  whether  it  is  the  capital  gains  tax  hike  from  20  to  28 
percent,  or  the  Social  Security  payroll  tax  hike  from  14  to  15.3  per- 
cent, or  the  regulatory  reign  of  terror  on  bank  credit,  the  1990  tax 
bill  had  a  lot  of  tax  increases. 

In  1993,  we  had  an  another  bunching  of  tax  increases.  Is  it  a  fair 
statement  to  say  that  tax  increases  by  themselves  tend  to  have  a 
negative  impact  on  economic  expansion  and  job  expansion? 

Dr.  Reischauer.  In  the  short  run,  yes.  And  so  do  spending  cuts. 

Mr.  Smith  of  Michigan.  Okay.  Help  me  understand  the  separa- 
tion then  between  spending  cuts  and  the  whole  deficit  question.  We 
have  got  in  sort  of  a  fast  track  that  deficit  reduction  is  good.  But 
let  me  know  if  you  would  advise  a  balanced  budget  if  it  was  all 
made  up  of  tax  increases.  That  has  got  to  be  a  no,  right?  In  terms 
of  the  effect  on  the  economy  and  job  expansion. 

Dr.  Reischauer.  My  view  about  deficit  reduction  is  that  it  is 
more  important  to  do  it  than  to  suggest  to  you  how  it  should  be 
done.  There  are  tax  increases  and  tax  increases,  spending  cuts  and 
spending  cuts.  Some  have  more  distortionary  effects  than  others. 
Some  have  more  of  an  impact  on  the  long-run  potential  of  the  econ- 
omy than  others.  And  let  me  just  take  spending 

Mr.  Smith  of  Michigan.  Sure,  but  still,  just  to  be  straight  with 
everybody,  regardless  of  the  degree  of  its  effect,  any  tax  increase 
or  regulation  increase  on  business  is  going  to  have  a  negative  effect 
on  the  ability  of  that  business  to  expand  and  grow  and  provide 
jobs.  Is  that  a  fair  statement  that  you  would  agree  with? 

Dr.  Reischauer.  That  is  a  little  strong,  but  in  general  I  am  sym- 
pathetic toward  that  view.  But  remember  when  you  raise  taxes, 
you  are  receiving  revenue.  And  the  question  is  what  are  you  doing 
with  that  revenue? 

If  what  you  are  doing  with  that  revenue  is  reducing  the  deficit, 
you  are  then  creating  a  better  climate  for  investment  in  the  long 
run. 

Mr.  Smith  of  Michigan.  Sure.  But  as  you  and  I  both  know,  this 
country  trails  all  of  the  industrial  countries  of  the  world  in  terms 
of  what  we  save  and  we  are  low,  mostly  because  of  the  negative 
savings  of  government  overspending.  That  takes  a  heck  of  a  lot  out. 
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Dr.  Reischauer.  We  are  also  low  because  our  personal  savings 
rate  is  extremely  low  the  decline  in  it  has  been  responsible  for 
half 

Mr.  Smith  of  Michigan.  I  don't  want  to  minimize  the  effect  of 
advertising  that  says  "buy  now  and  pay  later."  Hopefully,  we  can 
sort  of  have  a  little  more  restraint  in  the  future  individually  as 
well  as  government. 

Let  me  finish  this,  because  I  am  about  to  run  out  of  time  for 
questioning  I  think. 

Chairman  Sabo.  You  just  did. 

Mr.  Smith  of  Michigan.  If  you  were  dividing  your  three-tenths, 
I  can't  remember  how  you  phrased  it,  but 

Dr.  Reischauer.  I  said  two-  to  three-tenths. 

Mr.  Smith  of  Michigan.  Two-  to  three-tenths  negative  impact  on 
gross  domestic  product  growth.  How  do  you  separate  the  tax  in- 
crease negative  effect  from  the  spending  cut  negative  effect?  How 
much  do  you  give  to  each  one? 

Dr.  Reischauer.  I  couldn't  do  that. 

Mr.  Smith  of  Michigan.  You  somehow  came  up  with  that  cal- 
culation, though. 

Dr.  Reischauer.  But  the  calculation  was  based  on  the  total 
package,  and  you  are  asking  me  to  decompose  the  package  into  a 
macroeconomic  effect  of  one  portion  versus  the  other  portion.  There 
is  a  very  good  argument  to  be  made 

Mr.  Smith  of  Michigan.  Would  you  advise  this  Congress  to  have 
spending  cuts  to  reduce  the  deficit,  or  to  have  tax  increases  to  re- 
duce the  deficit,  if  you  only  had  two  choices? 

Dr.  Reischauer.  I  would  say  take  actions  that  on  the  tax  side 
and  the  spending  side  reduce  consumption. 

Mr.  Smith  of  Michigan.  You  didn't  have  an  opportunity  to  have 
a  third  choice. 

Mr.  Chairman,  thank  you. 

Chairman  Sabo.  This  relates  to  the  impact  of  the  package  we 
passed  last  year.  I  think  all  of  us  understood  that  reducing  the  def- 
icit, whether  by  raising  taxes  or  cutting  spending,  has  a  restrictive 
impact  on  the  economy.  But  clearly,  those  actions  also  had  impact 
on,  I  think,  reducing  and  maintaining  lower  interest  rates. 

Have  those  lower  interest  rates  had  a  stimulative  impact  on  the 
economy? 

Dr.  Reischauer.  Yes.  I  said  that  this  two-  to  three-tenths  is  a 
net  impact.  There  are  some  economists  who  would  argue  that  the 
impact  is  even  smaller. 

But  more  important,  by  reducing  the  Federal  deficit  and  increas- 
ing national  saving,  in  the  long  run  you  are  increasing  the  poten- 
tial capacity  of  the  economy  and  the  potential  rate  of  growth.  And 
as  the  report  that  CBO  issued  in  September  suggested,  we  bounced 
our  estimate  of  potential  GDP  growth  rate — what  the  economy's  po- 
tential could  expand  at — up  by  one-tenth  of  a  percentage  point, 
from  2  percent  to  2.1  percent  at  that  time,  largely  because  of  this 
deficit  reduction  measure. 

Although  there  might  be  a  short-run  depressing  effect,  this  has 
a  positive  impact  in  the  future.  That  is  why  we  are  willing  to  sac- 
rifice something  in  the  short  run  for  the  promise  of  higher  stand- 
ards of  living  in  the  future. 
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Chairman  Sabo.  Let  me  ask  a  question 

Mr.  Smith  of  Michigan.  Would  you  yield  just  for  a  follow-up? 

Could  we  ask  Dr.  Reischauer  whether  he  agrees  on  the  cause  and 
effect,  whether  the  tax  increase  budget  decisions  of  last  year  did 
help  reduce  interest  rates? 

Chairman  Sabo.  Sure. 

Dr.  Reischauer.  I  think  it  was  one  of  the  factors.  There  were 
certainly  other  factors — among  them  weak  world  demand  for  cap- 
ital— because  our  major  trading  partners  are  in  the  tank.  But  it 
was  one  of  the  factors,  I  am  sure. 

Chairman  Sabo.  In  relationship  to  what  is  happening  in  the 
world  economy,  I  have  read  some  recent  articles  that  indicate  we 
have  lots  of  liquidity  in  our  system  right  now  and,  as  a  matter  of 
fact,  maybe  one  of  our  potential  problems  is  that  there  is  an  over- 
abundance of  money  going  into  the  equity  market,  not  only  in  this 
country  but  throughout  the  world,  of  American  money  flowing  and 
artificially  raising  stock  prices  beyond  where  they  should  be.  Is 
that  of  concern  to  you,  have  you  looked  at  that  at  all? 

Dr.  Reischauer.  CBO  hasn't  looked  at  that  particular  issue. 

Chairman  Sabo.  Some  of  the  projections 

Dr.  Reischauer.  CBO  tries  to  stay  away  from  stock  market  pre- 
dictions or  the  prices  of  equities.  And  I  would  say  that  there  is  a 
lesson  to  be  learned  from  the  events  after  the  October  1987  crash, 
namely  that  the  linkage  between  equity  markets  and  the  real  econ- 
omy might  not  be  as  strong  as  economists  thought  before  that 
crash;  you  can  have  huge  losses  that  have  very  little  impact  on  the 
real  economy  or  Main  Street. 

Chairman  Sabo.  Mr.  Herger. 

Mr.  Herger.  Thank  you,  Mr.  Chairman. 

Chairman  Sabo.  Did  I  get  it  right,  this  time? 

Mr.  Herger.  No,  you  were  close.  Herger. 

Chairman  Sabo.  Herger?  I  will  remember  one  of  these  days.  Ka- 
sich  took  me  a  couple  of  years. 

Mr.  Herger.  I  compliment  you,  Mr.  Chairman. 

Dr.  Reischauer,  we  have  come  back  to  this  point,  I  know  that  you 
will  be  making  a  decision  later  and  reporting  back  to  this  commit- 
tee, but  I  believe  the  reason  that  we  have  brought  it  up  so  many 
times  during  this  hearing  is  because  of  how  important  it  is.  We 
have  just  spent  2  months  out  in  the  district  talking  to  people,  small 
business  people. 

I  believe  the  thought  of  somehow  our  health  care  premiums  or 
withholding  tax  out  of  businesses,  somehow  not  being  on  budget, 
really  defies  the  reason  of  virtually  everyone  I  talked  to,  the  real 
people,  the  people  that  are  paying  this,  people  who  are  creating  the 
jobs,  the  people  who  must  pay  this  money,  not  by  their  choice,  but 
by  mandate,  one  more  government  expense,  coming  out  of  their 
budget.  So  I  just  mention  that  for  whatever  it  is  worth.  Whether 
you  have  any  further  comment  on  that  is  up  to  you,  but  it  is  very 
important  to  us. 

My  question  has  to  do  more  with  an  issue  closer  to  home,  one 
that  is  an  ongoing  budgetary  problem,  that  has  to  do  with  disaster 
funding.  We  are  all  in  agreement,  complete  agreement,  that  such 
spending  is  legitimate,  it  is  something  that  we  need  to  do,  whether 
it  be  the  flooding  in  the  Mississippi  or  whatever  it  is. 
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I  guess  my  question  to  you  is,  since  this  seems  to  be  an  annual 
type  of  budgetary  problem,  I  believe  over  the  last  10  years,  for  ex- 
ample, there  has  been  some  300  presidentially  declared  disasters, 
which  has  amounted  to  many  billions  of  dollars  of  spending,  would 
you  recommend  that  we  begin  budgeting  this  each  year,  rather 
than  coming  up  with  this  emergency  type  of  declaration? 

I  understand  what  went  through  appropriations  yesterday  was 
up  to,  including  everything,  almost  $10  billion,  $9.7  billion.  Would 
you  recommend  that  we  create  a  fund  each  year  in  our  budget  to 
allow  for  this? 

Dr.  Reischauer.  There  is  a  fund  in  the  budget  right  now  for  it: 
the  emergency  account.  The  real  problem  is  that  you  underfund  it, 
and  since  there  is  no  immediate  demand  for  it  when  you  make  your 
budget  decisions,  it  is  tempting  to  move  resources  from  it  to  other 
accounts  with  more  immediate  needs  and  existing  constituency. 

The  constituencies  for  disasters  only  occur  when  the  disaster 
comes  about.  And  so  you  have  to  think  of  mechanisms,  not  to  cre- 
ate a  new  institution,  but  really  to  provide  what  might  be  a  reason- 
able estimate  of  average  spending  or  average  demands  in  those  ac- 
counts, before  the  demands  have  materialized. 

There  are  a  number  of  ways  to  do  that,  which  I  won't  get  into, 
but  there  is  another  issue,  that  is,  I  think,  a  very  important  one 
for  the  Congress  to  consider.  And  that  is  whether  we  are  slowly 
creating  a  system  in  which  the  Federal  Government  is  viewed  as 
the  insurer  of  disasters,  and  an  insurer  which  no  one  has  to  pay 
premiums  for;  that  when  disaster  strikes,  if  the  disaster  is  large 
enough.  Uncle  Sam  will  come  and  bail  you  out.  Therefore,  you  don't 
have  to  purchase  private  coverage.  That  is  something  to  keep  in 
mind  as  various  programs  are  being  reauthorized. 

Mr.  Herger.  I  certainly  would  favor  legislation  myself,  moving 
in  that  area.  I  think  you  are  correct,  we  are  having  these  disasters 
that  perhaps  more  of  our  citizens  should  be  insured  for. 

But  again  we  get  around  to  the  current  issue  that  is  before  us, 
some  $9.7  billion,  which  I  do  not  believe  has  been  budgeted  for, 
which  will  be  off  budget.  And  again,  do  I  understand  you  to  say, 
is  that  a  yes,  you  would  recommend  that  the  Congress  do  that  so 
we  don't  each  year  come  up  with  these  off-budget  items? 

Dr.  Reischauer.  It  is  not  an  off-budget  item.  There  is  an  ac- 
count, as  I  said 

Mr.  Herger.  Is  it  for  $9.7  billion? 

Dr.  Reischauer.  But  it  has  in  it  only  a  few  hundred  million  dol- 
lars. 

Mr.  Herger.  Okay.  That  is  my  question. 

Dr.  Reischauer.  In  recent  years,  the  various  disasters  that  have 
occurred  have  caused  demands  that  far  exceeded  the  resources  that 
each  year  are  placed  in  these  accounts.  There  are  emergency  loans 
by  the  Small  Business  Administration  and  disaster  assistance  of 
one  kind  or  another,  little  chunks  of  money  here  and  there  for 
these  purposes.  But  the  average 

Mr.  Herger.  Well,  then,  are  you  saying  that  we  should  budget 
more  than  the  $200  million,  which  doesn't  come  remotely  close  to 
the  9.7? 
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Dr.  Reischauer.  That  is  one  way  to  handle  this.  I  think  Leon 
Panetta  has  been  considering  other  options  as  well,  such  devices  as 
trust  fund  options. 

Mr.  Merger.  Okay. 

Thank  you. 

Chairman  Sabo.  Mr.  Shays,  one  final  question. 

Mr.  Shays.  Well,  first,  I  just  want  to  say  that  I  stand  corrected 
in  your  point  earlier  and  I  am  a  little  embarrassed  by  my  sarcasm, 
saying  that  this  is  a  statement  of  February  2.  Your  point  is  well- 
taken,  that  your  comment  referred  to  the  overall  budget  year,  and 
I  apologize  to  you  for  being  so  sarcastic. 

I  just  wanted  to  just  ask  you,  how  am  I  to  reconcile — I  think  peo- 
ple can  have  honest  disagreements  about  whether  health  care  is  on 
budget  or  off  budget,  I  mean,  I  think  all  components  apart,  and 
this  is  the  scary  part,  is  that  you  could  draw  arguments  on  either 
side.  The  impact  of  that  decision  is  significant,  though,  because  lit- 
erally hundreds  of  billions  of  dollars  of  mandates  on  employers  will 
potentially  be  hidden  from  the  public  scene,  at  least  directly. 

How  do  I  look  at  unemployment  compensation,  which  is  paid  for 
by  the  private  sector,  but  mandated  by  the  Federal  Government? 
And  that  is  on  budget. 

I  guess  my  question  is,  is  there  a  difference,  and  if  so,  where 
would  the  difference  be,  between  a  mandated  health  care 

Dr.  Reischauer.  The  similarities  and  the  differences  in  that  pro- 
gram are  some  of  the  things  CBO  is  looking  at  as  we  make  up  our 
mind  on  this  issue. 

Mr.  Shays.  Fair  enough.  Thank  you. 

Chairman  Sabo.  Bob,  thank  you.  We  appreciate  taking  your  time 
and  being  here  with  us  this  morning.  And  look  forward  to  continu- 
ing to  work  with  you. 

[Whereupon,  at  12:28  p.m.,  the  committee  was  adjourned.] 
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